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Hotel Operations in 1956 


Reports on Hotel Business Trends for 1956 
have been issued by the firms of Harris, Kerr, 
Forster & Company, and Horwath & Horwath. 
The former is based on some 400 hotels 
located in 200 cities and towns, and the 
latter on 100 carefully selected hotels located 
throughout the country. Both publications are 
outstanding examples of thorough industry 
analysis and should be very helpful to ac- 
countants whose clients operate or invest in 
hotel properties. 

As illustration of the value of the informa- 
tion presented in these summaries these two 
items may be cited. In 1956, the competition 
offered by the 1,000,000 rooms located in motor 
hotels caused a decline in room income for 
hotels in smaller cities in contrast to the rise 
in income of hotels in the large terminal met- 
ropolitan areas. The decline in the proportion 
of beverage sales to food sales which started 
in 1951 stopped in 1956. This is significant as 
the beverage sales are regarded, according to 
one of the reports, as a sensitive index of the 
effect of general economic conditions on the 
spending habits of the traveling public. 


Criteria for Judging Materiality 


“Some Comments on Materiality” is the title 
of a professional comment by J. Edward Rob- 
inson in The CPA News Bulletin of the Mary- 
land Association of CPAs (May 1957) and 
deals with the concept of materiality with par- 
ticular reference to that section of Account- 
ing Research Bulletin No. 43 concerned with 
material income items which, under certain 
circumstances, may justifiably clear through 
earned surplus. 





Accounting News and Trends is conducted 
by CuHartes L. Savace, C.P.A. and member 
of the New York Bar. He is presently serving 
on the Board of Directors of the Nassau- 
Suffolk Chapter of our Society. 

Dr. Savage is professor of accounting and 
chairman of the Business Administration De- 
partment of Adelphi College. 
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Accounting News And Trends 


No criteria for determining what is material 
are suggested. Some accountants might be. 
lieve 5-10% of net income would be material 
while others might conclude that even 20% 
of net income is not material or might con- 
sider other factors. Despite this variation, 
the author questions the desirability of estab- 
lishing maximum and minimum standards and 
states that individual situations are so variable 
that the question of materiality must be con- 
sidered in the context of a particular situation. 
He believes definite benefit could be derived 
from the gathering of more information in this 
area with perhaps the publication of case 
studies where the specific factors leading to 
the determination of materiality would be 
clearly stated. 


Annual Reports to Stockholders 


An article on “The New Look in Annual 
Reports” by Thomas Kenny (Dun’s Review, 
January, 1957) emphasizes that corporations 
are making a real effort to cultivate the good 
will of their stockholders and suggests ways of 
achieving this objective. The need for new 
capital by corporations and the _ increased 
interest of the ever-growing number of 
stockholders are factors which have contri- 
buted to this development. 


Those corporations with good stockholder 
relations present considerably more informa- 
tion than is required by the SEC. They also 
furnish it continuously and surveys show that 
the quarterly report is more popular than 
such stockholder “gimmicks” as plant visits 
or local meetings. The best practice is to re- 
port fully on both good and bad news because 
oftentimes a warning of impending difficulties 
saves stockholders from sudden unpleasant sur- 
prises. Experience also shows that interpreta: 
tions of how current and future market con- 
ditions may affect their company are more 
popular with stockholders than detailed in- 
formation about operations. 


The trend in corporate reports seems to be 
toward the “Ivy Look”—an appearance of 
quiet dignity with only meaningful illustra- 
tions—and away from the expensive, slick. 
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four-color report. Recent years have seen 
these improvements in reports: 


1. More comparative information. About 
85% of the 100 companies included in a 
special survey, report data for two years, 
while some one-third gave financial com. 
parison for 10 years or more. 


2. The inclusion of a short, nontechnical 
summary of the year’s operation. About 55% 
of companies now do this as compared with 
11% in -1941. 


3. Increased use of graphs or charts. About 
one-half of today’s reports contain them as 
compared with only 8% twenty years ago. 

The article suggests the avoidance of these 
mistakes in preparing corporation reports: 


1. The omission of any discussion of new 
developments in plant facilities and labor 
relations and the failure to include a general 
prediction of future operations. 


2. The failure to include a table of con. 
tents in the report. 


3. The unnecessary use of financial jargon 
without explanation, or the use of pictures 
which are not related to the text of the report. 


The survey also reveals that the issues most 
often raised at stockholders’ meetings— 
executive compensation and advertising ex- 
penditures—are practically never mentioned 
in reports and raises the question as to 
whether this information should not be 
included. 


The Queen’s English 

An editorial in the March, 1957 Accountants’ 
Journal (England) entitled “The Queen’s Eng- 
lish” is worthy of comment. British and 
American accountants face many similar pro- 
fessional problems but the most striking is the 
common lack of mastery of the English 
language in preparing accounting reports. 
Phrases used should be “clear, concise and 
appropriate to the occasion” yet oftentimes 
reports seem to require an interpreter. This 
deficiency in the handling of English is not 
confined to accountants but seems to extend to 
a majority of British undergraduates. In an 
effort to improve the situation, the oldest pro- 
fessional body in the world, the Institute of 
Chartered Accountants of Scotland, has ree- 
ommended the addition of a special subject of 
précis writing to the professional syllabus. 


Reporting to Employees 

“What Every Employee Should Know, 
the lead article in The Accountant (England, 
March 2, 1957) summarizes a survey pub- 
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lished by the British Institute of Manage. 
ment on what financial information is being 
furnished to employees and how it is being 
presented. Over one-half of the companies 
replying to the questionnaire do give em. 
ployees financial information. The three usual 
methods are through the house organ, cir. 
culation of the annual report, or a special em. 
ployees’ report. Many firms supplemenied the 
written report with a special meeting at which 
questions concerning the report could he 
raised. 

The type of information circulated was very 
similar to that given stockholders—comments 
on balance sheet and income statement, sales 
analysis, a forecast of future trading pros. 
pects, etc. This was true despite the fact that 
nearly all employees were definitely more in- 
terested in detailed information about their 
own departments, including cost figures, and 
plans for new developments rather than in 
overall profits. Such information was usually 
not presented for fear of competitors obtain 
ing and using this information, but the sur- 
vey suggests that if this difficulty could be 


overcome employee interest in the reports 
would be materially increased. 
Internal Audit of Payroll and 
Accounts Payable 
“Internal Audit and Control of Payroll 


and Accounts Payable” is the title of the 54- 
page Report No. 4 issued in 1957 by the Re- 
search Committee of the Institute of Internal 
Auditors. Since payroll and accounts pay: 
able are frequently handled by machine equip- 
ment, the booklet confines its main discus- 
sion to this type of situation. With respect 
to internal auditing, however, the utilization 


| of machines brings about some change in 


emphasis in the audit program but not in the 
fundamental requirements, so that the prin- 
ciples incorporated in the report can easily 
be applied to those situations in which ma- 
chines are not used. 

The report is based upon detailed operat- 
ing procedures and the internal audit pro- 
grams of six companies in diversified fields 
of business. It includes sections on: account- 
ing machines and control, control of pay: 
roll, internal audit of payroll, accounts pay: 
able procedures, internal audit of accounts 
payable, and considerations in the internal 
audit of a machine department. Some of the 
following comments on certain phases of the 
internal audit program are of interest. 


1. Observations should be made of en 


ployees “clocking out” and a regular routine 
of observation should be established. 


2. The observation of both the “clocking 


in” and the “clocking out” should be as fre 


June 





quent 
liveri 


comp: 
a fair 
5, 
panies 
ments 
confin 


Alter 
In ° 
Aceou 
view, 
raises 
dom i 
or nor 
sugges 
ards 
tions t 
comple 
a part 
genera 
The 
logic 1 
correct 
in sel 
stateme 
profess 
guides 
for ea 
cifically 
lar me’ 


To WI 
Ban 


The 
an infe 
larger 
area or 
auditors 
Preside 
ducting 
concern 
tained. 
tice fo 
group ¢ 
summar 

Interr 
No; 2 ) 
4 No; 
comptro 
reports | 
of Direc 
Board o 


1957 


nage. 
being 
being 
)anies 

em- 
usual 
» Ci 
il em- 
‘d the 
Ww hic h 


id he 


S very 
ments 
sales 
pros: 
t that 
re in- 
their 
, and 
an in 
sually 
btain 
> SUr- 
ld he 


ports 


ay roll 
54- 
e Re- 


ernal 





pay: 
quip- 
iSCus- 
spect 
ation 
ein 
n the 
prin- 
sasily 

ma: 


erat: 

pro- 
fields 
ount- 
pay: 
pay- 
yunts 
ernal 
f the 
f the 


em- 
tine 





quent as the testing of payroll-check de- 
liveries. 

3, Internal auditors should make a personal 
check of the attendance of employees while 
at work. 

{, Proper purchasing procedure provides for 
competitive bids or some other assurance of 
a fair price. 

5. The revealed that many com- 
panies either do not reconcile vendor's state- 
ments with the accounts payable record or 


confine this procedure to past-due accounts. 


survey 


Alternative Accounting Methods 


In “Precise Criteria Needed in Evaluating 
Accounting Alternatives” (Accounting Re- 


view, April, 1957) Mr. Kenneth S. Young 
raises the question of whether too much free- 
dom is given practitioners in the acceptance 
or non-acceptance of accounting methods. He 
suggests the need for more objective stand- 
ards in selecting alternatives and 
tions the wisdom of allowing the accountant 
complete independence in determining whether 
a particular practice is in accordance with 
accepted accounting principles. 


ques- 


generally 

The author believes that in certain situations 
logic requires that only one method can be 
correct but the accountant finds little help 
in selecting the alternative in the 
statements of broad concepts issued by the 
profession. Accounting texts are no better 
suides since they usually summarize reasons 
for each possibility but fail to state 
cifically under what circumstances a particu- 
lar method would be acceptable. 


proper 


spe- 


To Whom Do Internal Auditors of 
Banks Report? 


The Controller (March, 1957) reports on 
an informal survey made of seven of the 
larger banks in the New York-Philadelphia 
area on the question “To whom do internal 
auditors make their periodic reports—the 
President or Board of Directors?” In con- 
ducting the survey certain other information 
concerning the internal auditor was also ob- 
tained. There was a wide variation in prac- 
tice followed by this fairly 
group of banks. The points covered and a 
summary of the answers follow: 


he ymogeneous 


Internal auditor mentioned in by-laws—5 
No; 2 Yes. Internal auditor is comptroller— 
1'No; 3 Yes. Internal auditor is assistant 
comptroller—6 No; 1 Yes. Internal auditor 


teports to.—President, 1; President and Board 
of Directors, 3; Comptroller, 2; Chairman of 


Board or President, 1. 


1957. 
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The Business Situation in New York 

State 

Accountants may wish to have their names 
placed on the mailing list of the New York 
State Department of Commerce to receive the 
monthly “Commerce Review.” In addition to 
authoritative articles about different New 
York State industries—the March, 1957 issue, 
for example, has a 12-page description of the 
electronics industry—the publication contains 
a page of current business statistics and a 
one-page summary of “The Business Situa- 
tion” in New York State. The review repre. 
sents a convenient way of keeping abreast of 
current conditions in the State and can he 
obtained by writing to the Department of 
Commerce, 112 State St., Albany 7, N. Y, 


Attorneys and the Meaning of the 

Short-Form Report 

In the American Bar Association Journal 
(March, 1957), Mr. Louis S. Goldberg ex- 
plains to his fellow attorneys’ “How to Read 
CPA’s Certificate and Report.” The article 
contains a technical exposition of the mean- 
ing of the certificate and includes a conm- 
plete chronology of the development of the 
short-form report. The author, who is also 
a CPA, comments on the need for attorneys 
to be aware of the existence of a complex 
body of accounting theory governing the 
form and content of the short-form report or 
opinion, and urges his colleagues to seek 
accounting counsel when in doubt. 


Operating Ratios 

As a result of a change in policy, the 1955 
Statement Studies of the Robert Morris Asso- 
ciates will now be available for general distri- 
bution. 

The 1955 Statement Studies 
Part I—The Basic Study which contains com- 
posite financial data on 143 lines of business 
(80 manufacturing, 37 wholesale, 26 retail) 
and Part II—The Income Supplement which 
covers information on “Selling & Delivery 
Expense,” “Officers’ Salaries,” and “Other 
General Administrative Expense” on 116 lines 
of business. The Studies are common siz 
composite financial statements with a group 
of ratios setting forth the averages of indi- 
vidual collected statements. 

Although prepared for the use of bank 
loan officers and other credit grantors for 
purposes of comparison with specific com: 
panies, the operating ratios can be very help: 
ful to accountants in financial statement 
analysis. Copies may be obtained at a cost 
of $10.00 each from the Robert Morris Asso 
ciates, National Bank Building, Philadelphia i, 
Pa. 


consists of 


June 





Ar 
stock 
estin; 
to tl 
ideas 
was 
as fo 


Ls 
eral 
in 2 

z 
count 
in Ne 

5 aa 
and ¢ 
cludit 

4, 
signal 

a 
—2 fi 

6. 1 
the at 
so re; 
report 

Son 
an au 
CPA- 
island 
Our 3 
that 
couldr 
Yes, 1 
bill. 

Wel 
isn’t t 
variati 
when 
opinio! 
sional 
opinio 
idea tl 
concer! 





ames 
York 
e the 
on to 
New 
issue, 
f the 
tains 
nd a 
situa: 
epre: 
st ol 
n be 
it of 
Soe 


urnal 
; eX: 
Read 
rticle 
lean: 
com- 
the 
also 
meys 
iplex 

the 
rt or 
seek 


1955 
Asso- 


istri- 


s ol 
com- 
iness 
tail) 
hich 
ivery 
)ther 
lines 

size 
roup 
indi- 


bank 
for 
com: 
help- 
ment 
cost 
Asso- 


‘ia 7, 


June 





An Adirondack View 


Annual Reports of corporations whose 
stock is widely held as investments are inter- 
esting. They are built to sell their products 
to their own stockholders—and sell other 
ideas. But, our special scientific (!) survey 
was the CPA opinions attached. We found 


as follows: 


1. No auditor’s opinion—4 reports. A gen- 
eral insurance company, and 3 state banks 
in 2 different states. 


2. Opinion by a firm of Auditors and Ac- 


countants; this firm not registered as CPAs 
in New York—2 reports. 

3. Opinion signature as CPAs but no name 
and CPA heading—3 firms and 3 reports in- 
cluding one Canadian as a C, A. 

4, CPA in opinion heading but not after 
signature—3 firms and 6 reports. 

5. CPA in heading and also after signature 
—2 firms and 3 reports. 

6. No mention in the opinion anywhere that 
the auditors were CPAs even though they are 
so registered in this State—3 firms and 12 
reports. 

Some years ago we got a complaint that 
an audit report of ours was not signed as a 
CPA—it came from that tall city on the big 
island near the mouth of the Hudson River. 
Our reply that letterhead showed 
that the report as a CPA and 
couldn’t possibly be anything else at the end. 


was our 


we started 





Yes, we had to use a lawyer to collect our 
bill. 

Well, of 30 reports 1956 
isn’t too extensive, but it does show very real 
variations. 
when a 


this survey for 

Since we ask for a “disclaimer” | 
CPA makes a report without an | 
opinion, perhaps we should ask for a profes- 
sional designation when a CPA does give an 
opinion. stockholders might get the 
idea that the audit was done by a plumbing 
concern! 


Some 


Leonarp Houcuton, CPA | 


Lake Branch of | 


Saranac 
the “Adirondack Chapter” 
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Letters to the Editor 


Toward Better Credit Grantor—CPA 
Relationship 


The January, 1957 issue of The New York 
Certified Public Accountant contains an ar- 
ticle by Mr. H. P. C. Howe, Executive Secre- 
tary of The New York State Society of Certi- 
fied Public Accountants, which has an impor- 
tant bearing on the letter which I am address- 
ing to you. Mr. Howe’s article is entitled, 
“A Public Relations Program for CPAs.” 

Another article in the same issue by Mr. 
Garrett T. Burns, “How Can Bankers Obtain 
Information About CPAs?” what 
should be done to cultivate a better relation- 
ship between the practitioner and the banker. 

\ third article reported on under the cap- 
tion “Open Sesame” in the March, 1957 issue, 


suggests 


in the Accounting News and Trends depart- 
ment conducted by Dr. Charles L. Savage, 
outlines procedures for obtaining bank 
loans. 

These articles have the common purpose 
of bringing together the practitioner and 


the credit grantor. 

It was my privilege and pleasure, as a Vice- 
President of The New York State Society 
of Certified Public Accountants, to be present 
at two dinner meetings of the Textile Division 
of the Credit Men’s Association and the 
bankers’ credit organization—the Robert 
Morris Associates. At these meetings there 
were discussed problems which confront 
credit grantors in their analyses of the finan- 
cial statements examined by credit seekers’ 
accountants, 

One of the subjects discussed was that in 
instances the CPA, whose name ap- 
peared on the opinion statement, was un- 
known to the credit grantor. I believe that this 
problem arises mostly in the Metropolitan 
area; in other areas, accountants and credit 
and _pro- 


some 


vrantors meet at social, business 


fessional functions, thus creating a personal 


relationship. 
Although the Society arranges meetings 


which members of both groups attend, it is 
not possible in such a large assemblage for 
all those present to get to know one another. 
The following suggestions might be effective 
in establishing a closer relationship between 
the credit grantor and the accountant: 
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1. If the accountant is unknown to the 
credit grantor, the client, when apprised of 
this fact, should suggest that the CPA be 
contacted, 


2. It is good public relations for the prac. 
titioner, with the knowledge and consent 
ment with the credit grantor. 


» 


3. It is also good public relations for the 
practitioner to introduce himself to the credit 
grantors of his client. Such face-to-face meet- 
ing will enable the practitioner to move from 
the “unknown” to the “known” category. It 
will present an opportunity to learn what 
information the credit grantor requires which, 
when furnished, may be of assistance in estab- 
lishing credit. 

The old adage “Out of sight, out of mind” 
still holds true. By participating in Society 
technical committees, a member widens his 
acquaintanceship with fellow _ practitioners 
and they in turn can be favorably informative 
regarding the unknown accountant. 

The practitioner may hesitate to meet with 
a credit grantor because the scope of his 
examination was limited by the client. How- 
ever, if such limitation does exist, there should 
be no reluctance on his part to explain it. 
After all, the credit grantor is extending 
credit, either in the form of money’ or mer- 
chandise; consequently, if there are limita- 
tions with regard to the examination of the 
financial statements, the credit grantor can, 
and doubtless will, suggest to the credit seek- 
ers the wisdom of removing them. 

Often credit grantors who serve the textile 
industry request interim trial balances to 
assist in arriving at credit judgment. The 
practitioner, with his informed judgment of 
the financial transactions, can serve his client 
well by discussing these interim figures with 
the credit grantors. ‘ 

Bank borrowings in this day of tight credit 
are more difficult to obtain, and, where ob- 
tained, to continue. The esteem with which 
the banker regards the CPA is in many it 
stances a contributing factor in the favorable 
weighing of the financial statement. 

The credit grantor should know whether 
the practitioner is a member of The New 
York State Society of Certified Public Ac 
countants, the obligation he undertakes when 
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he joins, and the rules of ethics to which 
he subscribes. 

Inquiry was made at one of the aforemen- 
tioned dinner meetings as to the attitude of 
the Society in cases where misleading state- 
ments have been presented. It may be oppor- 
tune to say that the by-laws of the Society 
and the Accounting Law of the State of New 
York are very stringent. These make pro- 
vision for acting on written complaints against 
CPAs relating to unprofessional conduct in 
the areas of fraud, deceit or gross negligence 
in the public practice of accountancy. The 
Society's by-laws provide for the admonition, 
censure, suspension for a designated period, 
or expulsion. The Accountancy Law goes a 
step further, namely, withdrawal of the CPA 
certificate. 

I can well understand the magnitude of 
the problems confronting the credit grantor; 
perhaps the suggestions outlined above will 
prove constructive. 

Cuartes Hecut, CPA 
New York, N. Y. 


Amendment of State Banking Law 
Provides for Bank Audits by 
Independent Accountants 
During the 1957 session of the Legislature, 
Section 122 of the Banking Law of the State 
of New York was amended to read as follows: 
“Section 1. Section one hundred twenty- 
two of the banking law, as last amended by 
chapter one hundred ninety-seven of the laws 


of nineteen hundred thirty-nine, is hereby 
amended to read as follows: 
“Sec. 122. Examinations of banks and 


trust companies by directors; employment of 
assistants. It shall be the duty of the board 
of directors of every bank and every trust 
company once in each calendar year to exam- 
ine, or cause a committee of at least three of 
its members to examine, such bank or trust 
company for the purpose of determining its 
financial condition and reviewing its invest- 
ment, loan and audit and control policies and 
in such examination particular attention shall 
be given to the loans or discounts made 
directly or indirectly to its officers or directors, 
or for the benefit of such officers or directors, 
or for the benefit of other corporations of 
which such officers or directors are also off- 
cers or directors, or in which they have a 
beneficial interest as stockholders, creditors, 
or otherwise, with the special view of ascer- 
taining their safety and present value, and 
the value of the collateral security, if any, 
held in connection therewith, and to such 
other matters as the superintendent may re- 
quire. Such directors shall have the power 
to employ such assistants in making such 
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examination as they may deem necessary, an/ 
shall employ the assistance of independen 
auditors if the superintendent deeins jy 
adequate the internal auditing and contr 
procedures established by such bank or truy 
company. With the approval of the superin 
tendent, the various offices, departments anj 
phases of business of any such bank or trus 
company may be examined as of differen 
dates during the year. 

**SPar. (2. 
mediately.’ ” 

The provision with respect to the employ- 
ment of independent auditors is of particular 
interest. The statute recognizes the need for 
assistance by independent auditors. This 
should present further opportunities to our 
profession to render additional services to the 
banking industry. 


This act shall take effect im. 


Francis E. Jasper, CPA 
Chairman, Committee on Banks and 
Savings Institutions Accounting 
Uniformity in Rules of 
Professional Conduct 





A Reply Comment by the Chairman of 
the Institute’s Committee on 
Professional Ethics 

In a Letter to the Editor published in the 
May 1957 issue of The New York Certified 
Public Accountant, Mr. William J. Seif of 
New York referred to the new rules of pro- 
fessional conduct as proposed by the ethics 
committee of the American Institute of Ac- 
countants. In his timely and interesting let- 
ter Mr. Seif made two points: (1) that the 
present rules would be strengthened if univer- 
sally adopted by all State Societies; and (2) 
that there is a wide variance between the rules 
of the professional societies and those of the 
regulatory bodies, particularly the S.E.C. 

The American Institute of Accountants’ com- 
mittee on ethics agrees in principle with Mr. 
Seif’s first point. Prior to the April meeting 
of Institute council the committee sent copies 
of the proposed rules, together with an explan- 
ation of their purposes, to all State Society 
presidents and to all Society ethics committee 
members. The response was substantial, criti- 
cal, and convincing. There was so much objec- 
tion, in fact, to proposed rule 18 (competence 
to supervise) that the committee withdrew the 
rule for further study. Certain changes in 
wording were made in other rules. 

If an effort were made at this time to ob- 
tain the adoption by the Institute and the 
State Societies of a uniform set of rules of 
professional conduct it would indicate, would 
it not, that the profession as a whole is satis 
fied, generally speaking, with their present 
rules of conduct? Certainly it would be much 
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more difficult to change a rule once it had 
been adopted by fifty or so Societies not to 
mention State Boards of Accountancy. It is 
the Institute committee’s view that our present 
rules of conduct are inadequate. 

In his recent book on the subject, Mr. John 
L. Carey wisely points out several areas of 
practice to which at present no rules of con- 
duct apply. In a most readable article in the 
Journal a year or so ago, Mr. Mark Eaton 
expressed the view that our present codes per- 
tained only to auditors and made little if any 
reference to tax work, management services, 
or other areas in which our members now 
serve. Late in 1955 the A.I.A. ethics commit- 
tee was expanded from five to fifteen members 
and sub-committees were set up to formulate 
new rules of conduct in the various areas. 

Rules of conduct are not easy to write. The 
natural tendency is to make them too long; 
the longer the rule, the more difficult the in- 
terpretation and the more loopholes to be 
found. If they are too short they leave too 
much room for interpretation by the commit- 
tee or they merely state the obvious, e.g., a 
member shall be independent, or, a member 
shall be competent. Sometimes I think that 
we are in the single-entry bookkeeping stage 
when it comes to writing rules of professional 
conduct. Perhaps we should make a new 
approach. 

Why not begin our rules with a preamble in 
which we state in broad outline the philos- 
CPA; in this we could have 

say about independence and 
Then would follow concise gen- 
eral rules; these rules, of course, would be 
approved by the membership. The rules 
would then be buttressed and amplified by a 
set of official “regulations” in which the rules 
were interpreted in some detail; these inter- 
pretations should be approved by Institute 
Council or Society directors. And _ finally, 
there would be case studies or releases by the 
ethics committees in which the manner of 
enforcement of the rules was indicated. With- 
in such a framework should be found the solu- 
tions to many of the problems which today vex 
the members as well as the ethics committees. 

The profession has little control over the 
tules of conduct as promulgated by S.E.C. and 
other regulatory agencies. It follows then that 
a goal of uniformity between our code and 
theirs would be a bit impractical. It is the 
ambition of the Institute ethics committee to 
broaden and strengthen our present rules of 
conduct; if the rules are soundly written we 
should, eventually, approach uniformity. 

Frank L. Witcox, CPA 
Chairman, Committee on 
Professional Ethics, American 

Institute of Accountants 
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Ridiculous? 


THINGS wear out. — How better can your clients anticipate 


“THING” INSURANCE 


replacement than by SAVING where CORPORATE SAVINGS 3% 
ACCOUNTS are WELCOME? And if regular additions are Per Year 
made to an account over a period of years without with- Funds received by 
drawal NINTH FEDERAL pays up to 1% extra. the 10th of the 


month earn 3% divi- 


Ask for Plus Value Folder CP-6. —_dends from the Ist, 
ACCOUNTS INSURED TO $10,000 © RESOURCES OVER $83,000,000 








Personalized CONTACT 
with Clients 
each month with the 


CLIENTS’ SERVICE REPORT 


To help you maintain contact with your 
clients, we will send you each month a real 
goodwill-builder, a bulletin containing cur- 
rent tax information. The Clients’ Service 
Report is intended for the CPA who does 
not have the time for the necessary research 
to produce a monthly prestige-building tax 
letter. We do the spade-work, send you qual- 
ity-printed, four-page bulletins which you 
mail to your clients. The CSR is available 


only to CPAs. 


You will find in the bulletin authentic dis- 
cussions of current tax problems, written in 
non-technical language. After years of pub- 
lication the CSR is profitably used by hun- 
dreds of CPA firms throughout the country. 
The cost of the CSR is only $15.00 per 
month plus 10¢ per copy. Subscriptions may 
be cancelled at any time. Sample copy on 
request. 


Accountants’ Publishing Co. 
185 Devonshire Street Boston 10, Mass. 
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American Appraisals 
reduce uncertainties 
about depreciation 


American Appraisal analyses of 
property and “remaining life’’ studies 
reduce variance factors in measuring 
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able basis for determining costs, pro- 
fits and taxes. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. 
“Business Opportunities’ 15¢ a word, minimum $3.00. Box number, when used, is two 


$2.00. 


“Situations Wanted”’ 10¢ a word, minimum 


words. Closing date, 10th of month preceding date of issue. 
ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. Y. 


HELP WANTED 


CPA, preferably with retail credit jewelry 
experience, to be comptroller for a progressive 
mid-west chain, minimum salary $10,000.00, 
no traveling. Box 1167. 


Instructor, in accounting at college in metro- 
politan area, must be CPA, teaching experi- 


ence and graduate degree preferred. Box 1170. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 


for interviewing, $6.50 per month, directory 


listing. Modern Business Service, 505 Fifth 


Avenue (42nd Street). 


Justin Jacobs, investment information, port- 
folio analysis, no charge for these professional 
services. DIgby 4-7140, 42° Broadway, New 


York 4, N. Y. 


Statistical Typing, IBM typography, offset 
printing. Gitsham’s, 480 Lexington Avenue, 
N. Y. 17, PLaza 5-6432. 

CPAs, N. Y., N. J., Conn., W. Va., AIA, es- 
tablished over 20 years, heavy taxes, manage- 
ment (IE, MBA), substantial cash, seek prac- 
tice, accounts. Box 1156. 


CPA, N. Y., N. J., ATA, heavy taxes, man- 
agement, (IE, MBA), substantial cash, seeks 


practice, acccunts. Box 1157. 

CPAs, partnership level experience (auditing, 
systems, taxes), seek to purchase medium 
sized practice, in N. Y. C. metropolitan area. 
Box 1158. 

CPA, offers residence, adjoining office and 
local practice for sale to CPA in fast growing 


Suffolk County town. Box 1159. 


CPA, has suite in fine midtown building to 
share with or without services. Box 1165. 


CPA, gross $20,000.00 wishes partner approxi- 
mate $15,000.00 or more. Box 1166. 


CPA, with office and residence in N. Y. C. 
and now doing work for upstate CPA firms 


1957 


When writing to advertiser kindly mention The New York Certified Public Accountant 


BUSINESS OPPORTUNITIES 


connections with out-of-town 


Box 1168. 


wishes further 
accounting firms. 


One or two large offices, in seven room 
modern suite for accountants, one office has 
separate entrance, secretarial space optional, 


$85. Minkoff, 276—5th Ave (407). 


SITUATIONS WANTED 


CPA, age 40, 20 years public experience in 
all phases of accounting, with emphasis on in- 
stitutions, nonprofits, fund raising, hospitals, 
investments, funds, real estate, seeking part- 
time or per diem work. Box 1160. 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C., tele- 
phone LOngacre 4-1740. 


Assistant Comptroller, CPA, law degree, 
presently employed, seeks better opportunity, 
over 25 years diversified experience, public 
and private, office management, financial 
statements, internal controls, credits and col- 
lections, taxes. Box 1161. 


CPA, 13 years public accounting and tax ex- 
perience, earning $10,000., seeks association 
with overburdened or retiring practitioner o1 
firm with potential growth to partnership 
status. Box 1162. 


CPA, Society member, 20 years diversified 
public experience, thoroughly experienced 
audits, taxes, available 12 days monthly, per 
diem. Box 1163. 


Tax Accountant—Attorney, M.B.A., former 
revenue agent, tax writer, researcher, seeks 
full-time or part-time employment. Box 1164. 


CPA, N. Y., 29, family, background as con- 
troller, budget director, plus public experi- 
ence, member AIA, State Society, National 
Honor Fraternity, desires responsible account- 
ing position with progressive industrial firm. 
Box 1169. 
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MR. “MEADOW BROOK” SAYS... 

“Today when every dollar must work overtime, 
all of us are thinking of ways in which we can 
improve our services. 
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to call and learn of our revolving credit plan. 

"Your business is not interrupted and loans 
have no maturities. The cost is offset by cash 
benefits.” 
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The President's Page 


The Value of Ideas 


At the Annual Meeting of the Society on May 13th I expressed my 
belief that every member should be aware of what is going on in our 
profession and our Society, and should contribute to the progress of 
both. As in the past, the membership will be kept fully informed 
and this Page, which may appear only periodically, will be but one 
of the many media employed for that purpose. 


Progress depends largely upon the interchange of ideas. Com- 
munication to be effective must operate both ways. We will be 
far more successful in advancing the interests of the Society if the 
views of our members are made known to the officers and directors. 
More and more, recognition is being given to the value of ideas—no 
matter how extreme. For, from the unusual and seemingly imprac- 
tical may develop something sound and constructive. 


A revival of an old idea is frequently as fruitful as one which 
has a novel slant. Some time ago I| reviewed a file of minutes of the 
meetings of the Committee on Furtherance of the Objects of the 
Society covering a number of years in the 1930’s. I was amazed to 
note how many matters considered then had been reconsidered in 
later years and, more astonishing, how many of the projects tabled 
at the time, or even disapproved, had later been found practicable 
and had been adopted. The Society’s Benevolent Fund, just to men- 
tion one, was a matter considered many times before it was finally 
created a few years ago. The fact that an idea has been considered 
before should not disqualify it from reappraisal in the light of 
current conditions. 


Some of the suggestions, though seemingly sound on their face, 
may upon closer scrutiny prove impractical. But whether old or 
new, practical or impractical, they will be welcome; and they will 
be given careful consideration because this is your Society and its 
advancement is our mutual concern. 


LEONARD PRICE, 
President 
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A New Look at Accountants’ 


Legal Responsibility 


By Sau Levy, C.P.A. 


The issuance of a long-form report carries with it implications involving 
accountants’ legal responsibilities which, heretofore, have not been clearly 
defined. The author, in discussing the theoretical aspects of these and other 
current problems, likewise calls attention to such practical considerations 
as the adequacy of liability insurance coverage. 


been a 
and an 


there has 
interest 


In recent years 
sharply awakened 
increasingly realistic approach to our 
problems of legal responsibility. This 
has been in marked contrast to the es- 
capist attitude of earlier decades. The 
feeling used to be that the least said on 
this subject, the better. Very little at- 
tention was paid to it in our textbooks 
on auditing and probably even less at- 
tention in our classrooms. When a new 
case appeared, the court’s opinion would 
be published in our periodicals with an 
editorial discussion which, to the gen- 
eral public, often implied that our pro- 
fession felt that it was against the public 
interest to impose liability on the ac- 
countant for anything short of deliberate 
fraud. It did not occur to many of us 





Saut Levy. C.P.A. and attorney. is a 
past President of our Society and the 
author of the A.I.A. publication, “Ac- 
countants’ Legal Responsibility.” 

This article has been adapted by the 
author from a paper presented by him 
at the April 25, 1957 General Meeting 
of our Society. 
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that these judicial opinions were source 
material that should be analyzed and 
studied and that from them a road map 
could be drawn up which might help us 
find our way in greater safety in the 
future. 


The Growth of Professional Literature 


In 1945 when the Institute published 
Contemporary Accounting, which was 
intended primarily as a practical re- 
fresher course for returning servicemen 
whose accounting practice had been in- 
terrupted, there was so little general 
interest in the subject that there was 
scarcely any mention of it in that com- 
prehensive work. By contrast. in 1952 
the CPA Handbook, also published by 
the Institute, contained a lengthy chap- 
ter entitled “Legal Responsibility and 
Civil Liability.” This was soon followed 
by the publication of the book, “Ac- 
countants’ Legal Responsibility.” which 
brought together for the first time a re- 
print of all of the known cases in the 
American courts. 

Since then, the Journal of Accountancy 
has published a series of articles on such 
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A New Look at Accountants’ Legal Responsibility 


broad topics as working papers. long- 
form reports and internal control, di- 
rected toward the practical objective of 
minimizing the hazards growing out of 
legal responsibility. About a year ago. 
the Education Department of the Insti- 
tute set up a Seminar Course on the sub- 
ject. which was held in New York in the 
spring of 1956 and repeated in the fall 
under the auspices of the New York 
State Society of Certified Public Ac- 
countants. The course was also given 
in Chicago and it is contemplated that it 
will be offered in many other parts of 
the country. The response to it has been 
uniformly enthusiastic. 

Back of all this educational endeavor 
has been the conviction that the more 
that we understand the nature and im- 
pact of our legal responsibility, the 
better will we be able to avoid trouble 
for ourselves. In the final analysis, such 
trouble can be avoided only by the faith- 
ful and competent discharge of our pro- 
fessional duties with full realization on 
our part of the legal-responsibility 
implications in our professional work. 
Thus. as we safeguard our own profes- 
sional position, we at the same time best 
serve our clients. 


Implications of Statement No. 23 


An excellent illustration of what I am 
trying to point out is seen in the impli- 
cations of Statement No. 23 in the series 
of Statements on Auditing Procedure 
promulgated by the Institute. With 
any report or statement with which he 
is identified, an accountant is now re- 
quired to add his unqualified opinion. 
his qualified opinion, or to express his 
denial of any opinion with his reasons 
therefor. The original purpose of this 
requirement was to discharge our re- 
sponsibility to members of the public 
who might read that report or statement 
and be misled if there did not appear 
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in it a clear expression of the responsi- 
bility which the accountant assumed with 
respect thereto. That was our primary 
objective, namely, to give fair protection 
to those who might otherwise assume 
that because a statement or report ap- 
peared on a CPA’s stationery, it carried 
with it the accountant’s opinion that it 
was a fair presentation. Our present rule 
accomplishes that purpose. 

It is often not appreciated, however, 
that Statement No. 23 at the same time 
serves importantly to protect the account- 
ant against creating the appearance of 
assuming responsibility which he does 
not intend to assume. Stated otherwise, 
the accouniant is now required in every 
instance to state clearly and unequivo- 
cally precisely what degree of responsi- 
bility on his part attaches to the issuance 
of the statement, whether it carries his 
unqualified opinion or only his qualified 
opinion, or whether he disclaims any 
opinion whatsoever with the reasons for 
such disclaimer clearly stated. 


Fact vs. Opinion 

Our present short-form standard cer- 
tificate has developed in response to our 
study and analysis of the cases dealing 
with accountants’ responsibility. In the 
initial scope paragraph appears the only 
representation of fact that is ordinarily 
set forth in the certificate, namely, that 
we have examined the enumerated finan- 
cial statements and that our examination 
has been made in accordance with gen- 
erally accepted auditing standards. 

In the opinion paragraph which fol- 
lows. we express our opinion that the 
statements are a fair presentation in 
conformity with generally accepted ac- 
counting principles. 

This is a carefully worded document 
which differentiates sharply between 
representations of fact and expressions 
of opinion, and in both categories ties 
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A New Look at Accountants’ Legal Responsibility 


in with the procedural standards and the 
technical concepts which we ourselves 
have established for our profession. In 
this way we seek to have our work 
judged by our own standards and not by 
the notions and ideas of the laymen 


who may be sitting in the jury box. 


The Long-Form Report 


Though we have accomplished a great 
deal in recent years toward keeping our 
civil liability within professional bounds 
in the area of our short-form report and 
the standard opinion accompanying it. 
we have not yet made similar progress 
in the area of the long-form report which 
is very generally used. This matter has 
been under intensive study by commit- 
tees of the Institute and a Bulletin on the 
subject is due to be issued in the near 
future. 

The long-form report is characterized 
by the inclusion of numerous comments 
which often fill many pages of the report. 
These comments, in part, describe the 
audit procedures followed and as such 
may he regarded as an amplification of 
the scope paragraph in the short-form 
standard opinion. In addition to the 
matter relating to audit procedures, how- 
ever. there appears an infinite variety of 
material bearing upon the financial 
statements themselves, such as a break- 
down of sales by products, departments 
or geographical areas, detailed compari- 
sons with prior years and explanatory 
details relating to various items on the 
financial statements. 

Much of this financial comment may 
not have been confirmed by audit but 
may have been taken from the records 
without independent verification. At the 
conclusion of the comments there gen- 
erally appears the opinion of the ac- 
countant in the standard language of the 
short-form report. This opinion gener- 
ally is directed to the balance sheet, the 
income statement and surplus account. 
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Nothing is said about the supporting 
schedules or about the comments in the 
report, though often there is a notation 
that the basic statements are “subject to 
the comments.” 

In the typical long-form report situa- 
tion which I have briefly outlined, the 
accountant may find himself exposed to 
one or more of the hazards which are 
outlined in the following discussion. 


Long-Form Comments Omitted From 

Short-Form Report 

If he issues a short-form report which 
is sent by his client to credit grantors, 
and a long-form report (with numerous 
explanatory comments) which is_ in- 
tended for the information of the client 
only, it may later be argued that the 
short-form report omitted comments of 
material importance which were con- 
tained in the long-form report, and that, 
as a result, the short-form report was 
misleading. How material these omitted 
comments we.e, may be judged in the 
light of hindsight long after the reports 
were issued. 


Report Comments Misconstrued as 
Qualifications 


Where both a long-form and a short- 
form report are issued, it may later be 
argued that the long-form report con- 
tained a qualified opinion because that 
opinion was subject to the detailed com- 
ments in the report. This conclusion may 
attack the unqualified opinion in the 
short-form report. This contention that 
the two reports are inconsistent may 
seem very persuasive to a jury of laymen 
who will conclude from it that the ac- 
countant deliberately misled the credit 
grantor through this device of a double- 
form presentation. This is exactly what 
happened in the State Street Trust Com- 
pany case. No accountant who has 
studied that case should inadvertently 
step into this pitfall. 
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Comments May Be Regarded 
As Representations of Fact 


Even where the long-form report is 
the only report issued, the form in which 
the comments are presented may need- 
lessly expose the accountant to legal 
danger. Where the opinion relates only 
to the basic financial statements, it may 
well be argued that the comments are 
offered as representations of fact true as 
of the accountant’s knowledge. If the 
comments are deemed to be representa- 
tions of fact, then a far heavier legal 
responsibility attaches to them than if 
the accountant merely expressed his 
opinion that the comments were fairly 
presented. 

Startling as it may seem, our highest 
court in New York has made this sharp 
distinction between representations of 
fact and expressions of opinion, namely: 
where an expert makes a false statement 
of fact true as of his own knowledge, he 
will not be exonerated because he be- 
lieved the statement to be true. Any 
statement of fact made by an expert with- 
out qualification will most likely be 
considered a statement true as of his own 
knowledge. Thus, the accountant virtu- 
ally warrants the accuracy of factual 
statements as such where he fails to ex- 
pressly limit his responsibility with re- 
spect thereto. On the other hand, if he 
does no more than express an opinion 
concerning the comments relating to 
fnancial facts, he would adequately 
meet his responsibility if he complied 
with generally accepted auditing stand- 
ards and had a sincere belief that his 
opinion was well founded. He would 
not warrant the accuracy of his opinion. 


The Long-Form Report and 

Statement No. 23 

Statement No. 23 in effect warns the 
accountant to take an unequivocal stand 
with respect to the comments in_ his 
long-form report. If the comments were 
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prepared without audit, the report 
should clearly so state. If the accountant 
intended to embrace those comments in 
his opinion, whether it be an unquali- 
fied or a qualified opinion, that opinion 
should be so worded that no doubt is 
left as to the intention of the accountant. 
If it was intended to express an opinion 
concerning the basic statements but to 
deny any opinion concerning the com- 
ments or some of the comments, the 
report should clearly indicate not only 
that the accountant denies any opinion 
concerning the comments but that he 
does not offer such comments as repre- 
sentations of fact of his own knowledge 
but, rather, that he is merely presenting 
them for information purposes only, 
without any responsibility for their ac- 
curacy. 


Special-Purpose Reports 


The whole question of special-purpose 
reports and non-standard opinions, in- 
cluding cash basis statements, is another 
area which requires clarification. Here 
we have a bewildering variety of subject 
matter, but many aspects of report 
presentation can be standardized in a 
way which will serve to convey more 
explicitly the accountant’s limited re- 
sponsibility. Here again we may look 
forward to an Institute Bulletin in the 
near future. 


Liability Insurance 


A new look at the incidence of legal 
responsibility has led the profession at 
large to interest itself more and more in 
the protection which may be available 
through liability insurance. Our state 
societies all over the country have been 
particularly active in bringing this 
matter to the serious attention of its 
members. It is amazing that despite all 
this activity and in the face of all its 
obvious advantages to the practicing ac- 
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countant, the indications are that ap- 
half of our practitioners 
In a 


proximately 
carry no insurance whatsoever. 
very recent survey made by the Insti- 
tute, a questionnaire to all firms and 
individual practitioners represented in 
the Institute resulted in over 2.000 re- 
plies. Of this number, 48.59 indicated 
that they were not insured and 31.5% 
of those who were insured, replied that 
they carried only the minimum amount 
of insurance. which is $20,000. 

Even if an accountant is destined to 
so through professional life doing flaw- 
less work only, and even if every mem- 
ber of his staff is also similarly in- 
fallible. his work might be unjustly and 
unfairly criticized and a claim pressed 
against him. It would be necessary for 
him to defend himself, no matter how 
blameless he might be. If he carried 
insurance, the cost of that defense would 
be assumed by the insurance company. 
which of itself supplies reason enough 
to carry insurance. 

The cost of such insurance, which of 
course is tax deductible. is so reason- 
able in relation to the protection afford- 
ed that it is difficult to understand why 
any practicing accountant should limit 
himself to the minimum $20,000 cover- 
age. No matter how small the client 
may be from the standpoint of the fee 
which he pays. the amount of the claim 
which he or his credit may 
later assert against the accountant, has 
no relation to the fee involved and may 
amount to 50 or 100 times the fee paid 
to the accountant, or much more than 
that. 


grantor 


Insurance Coverage and Legal Fraud 


In the survey referred to above. mem- 
bers of the Institute were asked whether 
they availed themselves of premium re- 
ductions by waiving coverage for so 


384 


called “legal fraud”. Over 30% of ihose 
who were insured said they were not 
covered for legal fraud. This is a situa- 
tion which should be corrected without 
delay. The term “legal fraud” as used 
in liability insurance policies generally 
refers to fraud which may be inferred 
from evidence of gross negligence. It 
is the type of fraud discussed in the 
Ultramares case where it was said by 
Judge Cardozo that a jury might find 
that an audit was conducted with such 
gross negligence that the accountant 
could not have had a sincere and honest 
belief in the opinion that resulted, and 
that a jury, on the basis of such gross 
negligence, might conclude that the ac- 
countant’s opinion was a mere fraudu- 
lent pretense. In such circumstances a 
jury might impose liability on the ae- 
countant to a third-party credit grantor 
on the ground of fraud, even though 
primarily gross negligence only was 
involved. That is the type of fraud 
which insurance companies have termed 
“legal fraud,” namely fraud in contem- 
plation of the law. To deny yourself 
protection against such legal fraud is to 
leave yourself uninsured against the 
possible claims of third parties? It is 
as if you carried casualty insurance to 
protect you against personal injury to 
those riding in your own automobile. 
but left yourself uninsured as to per- 
sonal injury to pedestrians or people 
riding in a car other than your own. 
Accountants who have been tempted to 
deny themselves this coverage in con- 
sideration for a reduction in their pre- 
mium, have usually not understood what 
they were doing. 


Legal Responsibility—a Challenge 
and Not a Threat 


In conclusion, it should be stated that 
certified public accountants should 
recognize that every profession assumes 
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hose responsibilities toward the public which aspect of our professional activity. Nor 
© not} it serves and that the law recognizes and should we approach the subject from the 
situa- enforces such responsibility. It is a negative standpoint that these are ab- 
ithou ree ee a eee Se ae 
normal and healthy attribute of our own 0rmal hazards which we should seek 
5 usec ° oe e ‘ slimin: < r ¢ 7 ali 
: professional activity that it involves . og — should = — 
erally i that these hazards are minimized to the 
ferred } such responsibility. It should be re- . ain : 
erret ee extent that we do a faithful and com- 
e. It | gatded primarily as a challenge rather Pinte 
e. é di . petent job judged by our own standards. 
rn the | than as a threat. There is no adult rea- That is vim hag Ser tes : 
hould ji iat 1s to say, aS we best serve our 
: son W we sho acc as é . i 
id by | son why we should not accept it as a clients, we best protect ourselves against 
t find } phase of our work concerning which we potential dangers which exist if our 
1 such should have expert skill and knowledge. services do not measure up to our own 
untant } as much so as with regard to any other self-imposed professional standards. 
honest 
1, and 
2TOSS —_ oa 
he ac: 
‘audu- The Nature of Accounting Services 
1ces a 
he ac: The accountant’s responsibility is for the expression of a professional 
rantor opinion in accordance with generally accepted accounting principles as the 
hough result of an examination conducted in accordance with generally accepted 
was auditing standards. The accountant does not make factual representations 
fraud as to the content of financial statements; that is the function of management. 
ermed He does not insure, guarantee, or warrant the accuracy of management's 
ain representations, which in turn include matters of estimate, judgment and 
yntem- we A ae : sane 
opinion. He does assume responsibility for his own opinions, and represents, 
yurself . . ne mise a: 
é that in order to place himself in a position to express such opinions, he has 
1 is to complied with generally accepted auditing standards, which provide for: 
st the 
It is 1. An expert opinion—implying adequate technical training, profi- 
are ciency and due care in the performance of the audit; 
iry to 2. An independent opinion—the result of an objective, impartial, and 
10bile. unbiased mental attitude; 
9 per: , , ewe ; : 
3. An informed opinion—the result of a proper study and evaluation of 
people internal control as a basis for reliance thereon and for determining the ex- 
own. tent of tests in the application of auditing procedures; and based upon 
ted to competent evidential matter sufficient to supply a reasonable basis for the 
1 con- expression of an auditor’s opinion; 
r pre: ae , 
1 what 4. A technical opinion—that the statements are presented in accordance 
_— with generally accepted principles of accounting applied on a basis consistent 
with that of the previous year; 
5. A candid opinion—that the financial statements are reasonably in- 
formative as to all material facts, unless otherwise stated. 
d that ; 
dt id from AccounTANts’ LecaL Responstpitity by Saul 
shou Levy, American Institute of Accountants, 1954. 
ssumes 
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Cost Accounting Under the 


Robinson-Patman Act 


By Orrto F, Taytor, C.P.A. 


When a Federal Trade Commission complaint, or a private 


suit for damages, alleges price discrimination, 


a_ seller 


may seek to show that differences in his prices are justified 


by differences in his costs. 


The CPA can render valuable 


service to his client in undertaking appropriate cost studies. 


We may all find it easy to agree with 
the idea that cost is the most important 
factor influencing the price level not 
only of a community or an industry but 
of a particular concern. Experience 
teaches us, however, that prices for spe- 
cific articles in stipulated quantities to 
particular buyers are governed by many 
factors of which cost is only one. 
Custom in the trade, the state of com- 
petition, and the individual seller’s situ- 
ation in the market strongly influence 
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American Management Association. 
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of Bacon, Taylor & Beairsto, Certified 
Public Accountants, served on the Fed- 
eral Trade Commission Advisory Com- 
mittee on Cost Justification. 
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his price policy and his price structure, 
We shall consider here another influence 
on pricing, namely the antitrust statutes, 
or rather an accounting provision in 
one of those statutes. 


The Legal Background 


Before we attempt to focus our atten- 
tion on the strictly accounting aspects 
of this subject we may well pause a 
moment to look at the whole area in 
which our point of interest is located. 
We are in the field of antitrust law and, 
because of the accounting implications, 
must obtain an adequate understanding 
of them. 

Attorneys who specialize in this field 
tell us that the object of all the antitrust 
laws is to protect and encourage com- 
petition. The first of these laws, en- 
acted in 1890 and called The Sherman 
Antitrust Act, declared contracts, com- 
binations, and conspiracies in restraint 
of trade to be illegal, and an attempt to 
monopolize to be a misdemeanor. The 
Federal Trade Commission Act (1914) 
provided for the creation of the Com- 
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mission as an administrative and quasi- 
judicial agency, and declared illegal un- 
fair methods of competition, and unfair 
or deceptive acts or practices in com- 
merce. 

The Clayton Act (1914) 


provisions dealing with a wide variety 


contains 


of trade matters including price dis- 
crimination, tying arrangements, ex- 
clusive dealing, acquisitions and mer- 
gers, etc. That Act also provides for 
the right of a private person to sue for 
treble damages, and for equitable re- 
lief, where he has been a victim of anti- 
trust violation. Such actions have re- 
sulted in recoveries in many court cases 
in recent years. Naturally the number 
of settlements out of court is a matter 
for conjecture. 

Section 2 of the Clayton Act, as 
amended by the Robinson-Patman Act 
(1936), contained a number of subsec- 
tions of which Subsection 2(a) dealing 
with price discrimination is the one 
which most concerns accountants. Sub- 
section 2(b) places the burden of justi- 
fying price discrimination on the person 
charged with the violation (ordinarily 
the seller) and authorizes the Federal 
Trade Commission to issue an order 
Subsection 2(b) also per- 
mits a seller to show that his lower price 
was made to meet an equally low price 
of a competitor. Subsection 2(c) for- 
bids paying brokerage to buyers. Sub- 
sections 2(d) and 2(e) prohibit sellers 
from paying their customers for services 


stopping it. 


or rendering services to them except on 
equal terms. Subsection 2(f) makes a 
buyer equally liable with a seller where 
he knowingly receives an unlawful price 
discrimination. 


Price Discrimination 

From this rough sketch of the back- 
ground of our subject it should be ap- 
parent that the antitrust laws deal with 
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the Robinson-Patman Act 


a complex of legal, political, economic, 

Although 
finder 
analyst may find himself involved in al- 


trade, and accounting ideas. 
an accountant as a_ fact and 
most any antitrust proceeding, he is 
more likely to be concerned with the 
application of Subsection 2(a) of the 
Clayton Act as amended by the Robin- 
son-Patman Act than with any other 
subject in this field. Consequently, be- 
fore proceeding further, we should ex- 
amine this subsection in detail. It pro- 
vides: 

“That it shall be unlawful for any 
person engaged in commerce, in the 
course of such commerce, either directly 
or indirectly, to discriminate in price be- 
tween different purchasers of commodi- 
ties of like grade and quality, where 
either or any of the purchases involved 
in such discrimination are in commerce, 
such commodities are sold for 
use, consumption, or resale within the 
United States or any Territory thereof 
or the District of Columbia or any insu- 
lar possession or other place under the 
jurisdiction of the United States, and 
where the effect of such discrimination 
may be substantially to lessen competi- 
tion or tend to create a monopoly in 
any line of commerce, or to injure, 


where 


destroy, or prevent competition with 
any person who either grants or know- 
ingly receives the benefit of such dis- 
crimination, or with customers of either 
of them: Provided, That nothing here- 
in contained shall prevent differentials 
which make only due allowance for 
differences in the cost of manufacture, 
sale, or delivery resulting from the dif- 
fering methods or quantities in which 
such commodities are to pur- 
chasers sold or delivered.” 


such 


This provision has been said to re- 
quire uniform prices, to favor the small 
buyer, and to foster local monopolies. 
In actual practice, however, it appears 
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merely to require like prices for like 
goods to like customers except where 
price differences are no greater than 


specified differences in a seller’s costs. 


The Nature of the R-P Cost Problem 


In recognizing that a Robinson-Pat- 
man cost problem has limiting features, 
ourselves of needless 
important to 


we can rid 
labor. Initially, it is 
discern that we are not dealing with all 
prices and all costs but only with cer- 
tain aspects of price and certain aspects 
of cost. Consequently, our task does 
not necessarily require inquiry into all 
the prices, the entire price structure, or 
the whole price policy of an industry or 
even of an individual concern. On the 
contrary, we ordinarily need to find 
only price differences for certain goods 
sold by one concern to competing cus- 
tomers and to compare these price dif- 
ferences with certain specified cost dif- 


ferences. 


Illustrations of Non-discriminatory 

Pricing 

A few illustrations may help clarify 
this matter. Where the seller effects a 
saving in cost he may or may not re- 
duce his price because there is no re- 
quirement that he pass on the saving. 
If he does share with the customer the 
benefit of the saving, he need not give 
the customer all of it. Naturally if the 
prices do not differ, there is no problem 
of justification, as, for example, in the 
case of so-called delivered prices where 
the seller undertakes to transport the 
goods at his own cost. Under such cir- 
cumstances the absorbing of freight 
charges merely adds to the other costs 
incurred by the seller without influence 
on the price of the goods themselves. 

Even where prices differ they may 
not be discriminatory and so may not be 
subject to cost analysis. They may be 
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wholly intrastate; the goods to which 
they relate may be unlike; they may 
apply to customers of different fune- 
tiona! status. For example, wholesalers 
may be granted lower prices than re. 
tailers without reference to cost differ- 
ences where these two groups do not 
compete with each other. Of course, all 
wholesalers should be treated alike or 
their price differences should be justi- 
fied. Even where the same customer is 
both a wholesaler and a retailer, there 
appears to be no objection to separate 
pricing of what he buys, i.e. charging 
him the same prices as other wholesalers 
on his wholesale business and the same 
price as other retailers on his retail 
business. The reasoning here is that he 
cannot thus suffer injury in competition 
with other buyers in the respective lines 
of trade. 

To summarize, therefore, the cost 
problem consists of comparing the dif- 
ferences between prices, where there 
may be injury to competition, with par- 
ticular costs named in the Act. A little 
later we shall consider how to find those 
differences. 


How the Problem Arises 


The comparison of cost differences 
with price differences is stimulated in a 
number of ways. For example, a seller 
may wish to prepare a new price list, or 
revise an old one, giving proper weight 
to cost differences. Or he may want to 
know how far off list he may safely go 
to secure a favorable contract. He may 
reasonably hope that, in the event a 
controversy later arises, the cost studies 
which he made in good faith as a basis 
for setting prices will be given proper 
weight. Or again, an aggrieved compe- 
titor or customer may instigate a Com- 
mission inquiry, whereupon the seller 
may attempt to justify his price differ- 
ences and so either forestall the issuance 
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of a complaint or confine its scope. In 
the event a complaint is issued, the re- 
spondent may offer cost data in defence. 
After receiving a Commission order, the 
respondent may offer a cost study as 
evidence of compliance. And _ finally, 
in defense against a private suit for 
damages, the seller may seek to prove 
that his prices were cost justified. 


Investigations by the Commission 


The burden of cost justification in 
each of these instances is on the seller. 
Sometimes the Commission will offer, in 
rebuttal to the respondent’s case of jus- 
tification, studies of its own based on 
data presented by the respondent. Rarely 
will the Commission accountants develop 
cost studies from field investigations 
of their own; they will ordinarily con- 
fine themselves to checking the respon- 
dent’s figures, securing more data, and 
refiguring costs in their own way. They 
could hardly do otherwise. For one 
thing, the staff of the Commission’s 
Division of Accounting is small, con- 
sisting altogether of sixteen persons who 
perform a variety of tasks in addition to 
examining claims of cost justification. 
These tasks include general economic in- 
vestigations, compilation of data in mer- 
ger cases, establishing evidence of price 
fixing and of sales below cost, compiling 
financial statistics of companies, etc. 
The greater portion of the Commission 
accountants’ time, however, is devoted 
to litigation, including price discrimina- 
tion cases, where they work in close 
cooperation with Commission attorneys. 
In this latter activity their work closely 
parallels that of the independent CPA. 


An Opportunity for Service 


An interesting assignment for the 
CPA in this field is to assist his client 
by encouraging voluntary compliance 
with the Robinson-Patman Act to reduce 
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the hazard of price controversy. There 
are degrees of violation of this law just 
as of other business regulatory laws or, 
let us say, cases where violation is hard 
to establish and cases which are sitting 
ducks. It can be a source of great satis- 
faction for the accountant to help alter 
a pricing structure to the extent that it 
may not be selected for prosecution as 
the horrible example in its industry. The 
analysis may even reveal hidden profit 
possibilities, with benefits extending far 
beyond the initial stimulus for the study. 


Elements of Price 


To repeat and emphasize what was 
said before, the prices which are com- 
pared will be for products of like grade 
and quality, sold in commerce under 
conditions which indicate that competi- 
tion may be adversely affected. The 
exact prices which are to be studied are 
not always apparent. They should take 
into account every allowance, discount, 
rebate, etc., by whatever name, affecting 
the financial consideration which passes 
from buyer to seller. The inspection of 
catalogues and price lists is only a be- 
ginning of the study which must include 
a review of all pertinent papers including 
invoices, contracts and credit memos. 
But even these documents may not dis- 
close all of the elements of price. An 
examination of the seller’s books may 
reveal accounts for payments to cus- 
tomers which affect price. 


Volume and Customer Classification 


Where prices differ according to the 
class of trade to which the buyers be- 
long, or other factors such as the volume 
of their purchases, it is useful to analyze 
sales volume according to customer 
groups. Such analyses will serve as 
bases of comparison with corresponding 
analyses of the pertinent costs. It will 
facilitate cost justification if the classi- 
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fication of customers for pricing pur- 
poses is logical and reflects actual differ- 
ences in market functions performed by 
the buyers, differences in the way the 
seller deals with them, or in the quan- 
tities they buy. 

It may not be appropriate to group 
customers for pricing according to the 
aggregate volume of their purchases 
from all Say, for example, 
customers in a trade are classified ac- 
cording to their annual buying capacity 
—those using over a million units se- 


sources, 


curing the lowest price and those using 
less paying higher prices. In such a case 
it may be possible for individual cus- 
tomers to divide their purchases among 
several sources of supply without af- 
fecting their price classifications. What- 
ever defenses may be discovered for such 
pricing, cost justification is not likely to 
be one of them because a seller under 
study may sell only a small quantity to 
a big buyer, ship in small lots, and ex- 
perience great difficulty in satisfying his 
demands, whereas the same seller may 
ship larger lots to smaller buyers with 
effort. The pricing scheme, by 
favoring large buyers just because they 
are large, flies in the face of the very 


less 


purpose we ascribed in the beginning to 
the antitrust viz.. to encourage 
competition. 


acts, 


Individual Orders or Shipments 


The pricing systems most readily cost 
justified are those in which price de- 
pends only on the quantity, in an in- 
dividual order or shipment, either of the 
item in question alone or of a combina- 
tion including that item. One example 
of such simple pricing would be: 


Size of 
shipment Price 
(Dozens) per doz. 
ROUND) aoe GG beens $1.00 
BE vasala:6 Ss verwiatoatare-s 2.00 
BOND dialer clavate 4.00 


Another example might be: 


Price pei 
Shipment pound 
COTIOGUR! ccd rsveccrsie $1.00 
Less than carload ... 1.50 


Variations of this kind of pricing 
would be a scale based on the quantity 
ordered at one time rather than on the 
quantity shipped or the total value of 
an order for different items. 


Retroactive and Non-Retroactive Plans 


In addition to these transaction prices, 
the pricing method often provides for 
credits, adjustments, or periodical al- 
lowances based on a scale of percentages 
related to the aggregate volume of a 
customer’s purchases. These are called 
“volume discounts.” When the percent- 
ages apply only to the volume of pur- 
chases in each quantity bracket (like 
Federal surtaxes) the plan is termed 
non-retroactive. Where the volume level 
attained determines the rate applicable 
to all of a customer’s purchases, not only 
those falling in the particular bracket 
but those in all lower brackets as well, 
the plan is called retroactive. The price 
differences which result from these vol- 
ume discounts may present great diff- 
culty. They have given rise to so many 
controversies that we should clarify 
them by illustration. A non-retroactive 
plan might be this: 


Annual 
purchases Refund 
” $ - q 
Wee. © 5 csaiaaiece.aieusrdraceieie sie 0 
PAE A 5 6's Gale w Mareiwace l 
J000-9 999 ins 650i manatee M 
10,000 and more ....... 3 


Under the foregoing plan, annual re- 
funds in selected brackets would be: 
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A retroactive plan with these same 
rates of 1, 2 and 3% would produce 
the following refunds in the brackets 
assumed : 

Annual 


purchases 


Refund 


$ $ 
FA OBOE CE CDOT Et 20 
MAURIE. 9isinie\ iejesais. efeieiere 80 
PEM) = weisinretsiscelsienere 360 


It is evident that the higher rate of 
refund in the retroactive plan has a 
corresponding effect on the task of jus- 
tifying the price differences. 

Naturally, buyers who are offered vol- 
ume discounts, especially under a retro- 
active plan, try to qualify for the higher 
brackets. Where they form groups in 
order to combine the volume of their 
purchases while at the same time secur- 
ing all services such as ordering, ship- 
ping, and billing as if they were separate 
buyers, the price differences may ex- 
clude the possibility of cost justification. 
For a long time such buying groups 
have been under Federal Trade Com- 
mission attack. 


Return on Capital Not a Cost 


The words, “cost of manufacture, sale 
or delivery” in the cost proviso of Sub- 
section 2(a), seem to include every sort 
of cost actually incurred. However, 
opinions may differ as to whether an 
item is a at all. For example, 
whereas some economists regard a fair 
return on capital invested as a cost, 
many accountants, including the Com- 
mission’s accounting staff, think it is 
not a proper item of cost justification, 
A great deal has been said on both sides 
of this argument and much more, doubt- 
less, will be said before we have the final 
answer. 


cost 


Suppose, for ‘instance, a maker of 
machine parts sells his products both 
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to criginal equipment manufacturers 
and to jobbers who resell them for re- 
placement purposes. He may ship in 
carloads to original equipment manu- 
facturers right from the end of his own 
manufacturing line. He serves his job- 
bers in less than carload lots from his 
branch warehouses in which he main- 
tains large stocks of numerous items. 
The inventory of finished parts which 
he maintains for jobbers is therefore 
proportionately much greater than that 
which he maintains for manufacturers 
of original equipment. And for that 
reason he may claim that the difference 
in interest on that investment is a cost 
which results from a different method 
of sale. 


Customer’s Own Costs Not Considered 


The wording of the proviso appears 
to confine the costs to be considered to 
those of the seller and to exclude those 
costs which his customers incur. In 
other words what the buyer does with 
the goods he has acquired is his own 
business. However, especially in selling 
dual-function buyers, it is not always 
apparent whether a payment or allow- 
ance is in reimbursement of a buyer’s 
costs, a price reduction, or a seller’s 
direct cost of sale. 


Cost Differences—Sales Quantities 


and Methods 


Although none of the seller’s costs are 
excluded from consideration by reason 
of their natural classification—materials, 
wages, depreciation, etc.—the differ- 
ences in cost must be shown to result 
from either the quantity sold or the 
method of selling. This limitation—this 
“resulting from” clause—creates many 
difficulties for the accountant. It re- 
quires him to become familiar with all 
phases of the seller’s organization and 
operations in order that he may divide 
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fication of customers for pricing pur- 
poses is logical and reflects actual differ- 
ences in market functions performed by 
the buyers, differences in the way the 
seller deals with them, or in the quan- 
tities they buy. 

It may not be appropriate to group 
customers for pricing according to the 
ageregate volume of their purchases 
from all Say, for example, 
customers in a trade are classified ac- 
cording to their annual buying capacity 
—those using over a million units se- 
curing the lowest price and those using 
less paying higher prices. In such a case 
it may be possible for individual cus- 


sources, 


tomers to divide their purchases among 
several sources of supply without af- 
fecting their price classifications. What- 
ever defenses may be discovered for such 
pricing, cost justification is not likely to 
be one of them because a seller under 
study may sell only a small quantity to 
a big buyer, ship in small lots, and ex- 
perience great difficulty in satisfying his 
demands, whereas the same seller may 
ship larger lots to smaller buyers with 
effort. The pricing scheme, by 
favoring large buyers just because they 
are large. flies in the face of the very 
purpose we ascribed in the beginning to 
the antitrust 
competition. 


less 


acts, viz., to encourage 


Individual Orders or Shipments 


The pricing systems most readily cost 
justified are those in which price de- 
pends only on the quantity, in an in- 
dividual order or shipment, either of the 
item in question alone or of a combina- 
tion including that item. One example 
of such simple pricing would be: 


Size of 
shipment Price 
(Dozens) per doz. 
BEE gars Oassie es $1.00 
Uae 2.00 
ED dig acl taone wiaree tox 1.00 
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Another example might be: 


Price pet 


Shipment pound 
Garloags .<ccccaxe $1.00 
Less than carload ... 1.50 


Variations of this kind of pricing 
would be a scale based on the quantity 
ordered at one time rather than on the 
quantity shipped or the total value of 
an order for different items. 


Retroactive and Non-Retroactive Plans 


In addition to these transaction prices, 
the pricing method often provides for 
credits, adjustments, or periodical al- 
lowances based on a scale of percentages 
related to the aggregate volume of a 
customer’s purchases. These are called 
“volume discounts.” When the percent: 
ages apply only to the volume of pur- 
chases in each quantity bracket (like 
Federal surtaxes) the plan is termed 
non-retroactive. Where the volume level 
attained determines the rate applicable 
to all of a customer’s purchases, not only 
those falling in the particular bracket 
but those in all lower brackets as well. 
the plan is called retroactive. The price 
differences which result from these vol- 
ume discounts may present great diffi- 
culty. They have given rise to so many 
controversies that we should clarify 
them by illustration. A non-retroactive 
plan might be this: 


Annual 
purchases Refund 
$ % 
| ee ee 0 
LOE OD osc dwisodacwes ] 
PSU acs 0s Rereite bee's Z 
10,000 and more ....... 3 


Under the foregoing plan, annual re- 
funds in selected brackets would be: 
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A retroactive plan with these same 
rates of 1, 2 and 3% would produce 
the following refunds in the brackets 


assumed : 
Annual 
purchases Refund 
“$ § 
MN vo Gia ich ata: ei teie’naneia 20 
BRAT Ere eee 80 
DD «ase G0 4:0:024 Rio eis 360 


It is evident that the higher rate of 
refund in the retroactive plan has a 
corresponding effect on the task of jus- 
tifying the price differences. 

Naturally, buyers who are offered vol- 
ume discounts, especially under a retro- 
active plan, try to qualify for the higher 
brackets. Where they form groups in 
order to combine the volume of their 
purchases while at the same time secur- 
ing all services such as ordering, ship- 
ping, and billing as if they were separate 
buyers, the price differences may ex- 
clude the possibility of cost justification. 
For a long time such buying groups 
have been under Federal Trade Com- 
mission attack. 


Return on Capital Not a Cost 


The words, “cost of manufacture, sale 
or delivery” in the cost proviso of Sub- 
section 2(a), seem to include every sort 
of cost actually incurred. However, 
opinions may differ as to whether an 
item is a at all. For example, 
whereas some economists regard a fair 


cost 


return on capital invested as a cost, 
many accountants, including the Com- 
mission’s accounting staff, think it is 
not a proper item of cost justification. 
A great deal has been said on both sides 
of this argument and much more, doubt- 
less, will be said before we have the final 
answer. 

Suppose, for instance, a maker of 
machine parts sells his products both 
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to original equipment manufacturers 
and to jobbers who resell them for re- 
placement purposes. He may ship in 
carloads to original equipment manu- 
facturers right from the end of his own 
manufacturing line. He serves his job- 
bers in less than carload lots from his 
branch warehouses in which he main- 
tains large stocks of numerous items. 
The inventory of finished parts which 
he maintains for jobbers is therefore 
proportionately much greater than that 
which he maintains for manufacturers 
of original equipment. And for that 
reason he may claim that the difference 
in interest on that investment is a cost 
which results from a different method 
of sale. 


Customer’s Own Costs Not Considered 


The wording of the proviso appears 
to confine the costs to be considered to 
those of the seller and to exclude those 
costs which his customers incur. In 
other words what the buyer does with 
the goods he has acquired is his own 
business. However, especially in selling 
dual-function buyers, it is not always 
apparent whether a payment or allow- 
ance is in reimbursement of a buyer’s 
costs, a price reduction, or a seller’s 
direct cost of sale. 


Cost Differences—Sales Quantities 
and Methods 


Although none of the seller’s costs are 
excluded from consideration by reason 
of their natural classification—materials, 
wages, depreciation, etc.—the differ- 
ences in cost must be shown to result 
from either the quantity sold or the 
method of selling. This limitation—this 
“resulting from” clause—creates many 
difficulties for the accountant. It re- 
quires him to become familiar with all 
phases of the seller’s organization and 
operations in order that he may divide 
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the costs between those which result 
from different quantities or methods and 
those which do not. The differential 
costs, (those elements of cost which vary 
by reason of different quantities or 
methods), ordinarily constitute a small 
portion of the total costs incurred in 


manufacture, sale, and delivery. 


Limiting the Study to Differential Costs 

Cost justification does not require 
balanced or inclusive costs because it is 
directed to a special object—showing 
differences in costs which are caused in 
the specified ways. The costs which are 
not differentiated in this special way 
may be ignored with gain in time and 
clarity. Some examples will perhaps 
help us understand this proposition. 

If the only difference in price is the 
premium for less-than-carload orders, it 
may be sufficient to compute the differ- 
ence between carload and Le.l. rates. 
and to add if necessary the difference 
in cost of handling the two sizes of 
order. 

Where goods are produced for ware- 
house stock on production schedules 
constructed with reference to prospec- 
tive aggregate sales to all customers, the 
costs of manufacture applicable to sepa- 
rate customers become indistinguishable 
and may be disregarded. But where 
production schedules are prepared on 
the basis of individual customer orders, 
there are often substantial differences 
in unit costs of production arising out of 
differences in quantities manufactured. 
For example, if the machine set-up cost 
is $50, then the set-up cost per unit is 
$1.00 for a production run of 50 units 
and 5 cents for a run of 1,000. In such 
cases the most important costs to be 
considered are likely to be those manu- 
facturing costs resulting from the quan- 
tity produced which in turn result from 
the quantity sold. 
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Distribution Costs 


Whether the goods are identified with 
particular customers before they are 
made or afterward, differences in costs 
of distribution, as distinguished from 
production, may be attributed to dif. 
ferent . quantities sold or different 
methods of selling. Analysis of the cost 
of selling, administration, warehousing, 
delivery, and advertising will disclose 
those which are incurred directly for 
certain products, territories, or classes 
of customers, and those which are in- 
curred for more than one of them. Costs 
are direct if the amount spent may be 
readily assigned to one of these cate- 
gories; otherwise they are indirect. 

lor example, if costs are to be sepa- 
rated between those applicable to mer- 
chandise produced under the seller’s 
own brand and unbranded product, all 
of the cost of advertising the seller's 
brand should be assigned directly to 
that category. The cost of the com- 
pany’s institutional advertising should 
be spread over all products or disre- 
garded entirely. 

Other cases are not so simple. For 
example, where the seller who. distri- 
butes through wholesalers engages in 
missionary work with retailers, the cir- 
cumstances must be thoroughly under- 
stood before assigning the related costs. 
If the missionary effort is directed to 
building up total sales volume through 
all customers, the costs are indirect. i.e., 
applicable without reference to any par- 
ticular class of trade. On the other 
hand, if particular retailers are identi- 
fied with particular wholesalers the cost 
of the missionary work may be a direct 
cost of selling the wholesalers. 


Unit Costs 


Where costs are incurred for two or 
more product or customer classes, it 
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frequently becomes desirable to com- 
pute cost rates which can be applied to 
the number of units in portions of the 
mixed aggregate. Finding such cost 
rates is an example in division in which 
the divisor is the total number of units, 
the dividend the amount expended, and 
the quotient is the rate per unit. Such 
dividends are likely to be the aggregate 
costs of performing certain functions, 
and the divisors those available statisti- 
cal units which are the most logical 
measures of differences in those costs. 


Suppose. for example, (1) the cost of 
direct selling to chain and independent 
grocers, including salesmen’s salaries, 
travel, entertainment, and related ex- 
penses amount to $50,000 in one year. 
and (2) the best available statistics are 
sales calls of which there were 1,000. 
then (3) the cost per call (the cost 
rate) of $50 could be applied to the 
total calls on chains and the total calls 
on independents to arrive at the alloca- 
tion of the total $50,000 between the 
two customer classes. This rough calcu- 
lation would require refinement if study 
indicated that salesmen usually spent 
more time calling on customers of one 
class than on those of the other, or that 
branch managers at relatively high sala- 
ries made all the calls on the chains. 

Among the many types of units fre- 
quently used in allocating joint costs 
are orders, shipments, invoice items, 
shipping units, weight, bulk, floorspace, 
time, distance, and number of custo- 
mers. 


The comparison of groups of custo- 
mers, costs, and prices and the compu- 
lation of unit costs ordinarily require 
the use of averages. The group to be 
averaged should be homogeneous; that 
is to say, the average should apply to 
each element of the mixture or to most 
of them. For example, the comparison 
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of the average size of shipment to a 
seller’s largest customer with the average 
size of shipment to all his other 3,000 
customers might be challenged if the 
latter group included many diverse ele- 
ments. 


The Character of R-P Cost Accounting 


Cost accounting of the sort we are 
considering is, as we have shown, a 
selective and not an inclusive matter. 
In product cost analysis, on the other 
hand. where the object is to find profit 
according to commodity groups, all of 
the costs allocable to a particular prod- 
uct must be accounted for. For ex- 
ample, the expenditures for materials, 
direct labor, advertising, etc., identified 
with a product must be assigned to that 
product. However. such product costs 
might in a particular instance be in- 
curred in proportionally equal amount 
for all customers buying that product 
and therefore be entirely outside the 
problem of cost justification. 

Once a cost justification study is com- 
pleted its conclusions need not be dem- 
onstrated again and again because 
those conclusions remain valid until the 
business organization and methods to 
which they relate have substantially 
changed. In this respect, cost justifica- 
tion studies differ completely from the 
kind of costing useful in financial ac- 
counting and reporting where cost sys- 
tems produce periodic statements. 


Summary 


We have seen that Robinson-Patman 
accounting deals with certain aspects of 
price and certain aspects of cost. Per- 
haps it is fair to say that in the usual 
case most of a concern’s prices and most 
of its costs lie outside the scope of a 
Robinson-Patman study. The approach 
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to such a study includes a consideration 
of trade practices, competition, func- 
tional classifications, and many other 
business factors. 

Price differences, where pertinent, 
must be compared with those cost dif- 
ferences which the Act specifies. The 
correspondence of these differences need 
not be exact but the price differences 
should make only “due allowance” for 
the cost differences. If the price differ- 
ences reasonably approximate the cost 
differences they should be considered 
as meeting the statutory test of making 
“only due allowance”. Literally in- 
terpreted, the cost proviso seems to 
limit price differences to differences in 
cost and thus to provide for a uniform 
profit per unit. On the other hand, 
perhaps the words “due allowance” are 
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flexible enough to include a reasonable 
oD 
profit on the cost difference. 


There is probably no mathematical 
formula for measuring “due allow. 
ance”. It is certainly not subject to 
slide-rule calculation. To be workable, 
therefore, it should be subject to reason- 
able tolerances. Perhaps for this rea- 
son the Commission has indicated a 
readiness to accept or overlook a failure 
to justify which is no greater than one 
percent of the higher price. 


And now a final suggestion. As he 
works at these problems, the accountant 
will be constantly aware that he is deal- 
ing with a combination of legal and cost 
accounting ideas and techniques. Con- 
sequently, he will find it natural to co- 
operate closely with legal counsel. 


Costing as a Measurement of Effort 


Costs are considered as measuring effort, revenues as measuring accom- 


plishment. 


Costs are traced carefully from the first acquisition of goods or 


services through various regroupings for the specific object of having avail- , 


able, at the time of sale of the product, information regarding relevant costs 
—that is, those costs related to a specific segment of revenue because they 


are technically or economically associated with a corresponding segment of 


product, or unit of time in which such product appears. 


Ideally, all costs incurred should be viewed as ultimately clinging to 


definite items of goods sold or service rendered. 


If this conception could be 


effectively realized in practice, the net accomplishment of the enterprise 
could be measured in terms of units of output rather than of intervals of 


time. . <.. 


But in the more typical situation the degree of continuity of 


activity obtaining tends to prevent the finding of a basis of affinity which 


will permit convincing assignments, of all classes of cost incurred, ‘to par- 


ticular operations, departments, and—finally—items of product. . . . Not 
all costs attach in a discernible manner, and this fact forces the accountant 
to fall back upon a time-period as the unit for associating certain expenses 


with certain revenues. Time periods are a convenience, a substitute, but the 


fundamental concept is unchanged. The ideal is to match costs incurred with 


the effects attributable to or significantly related to such costs. 


from An IntRopuUcTION To CorporATE ACCOUNTING STANDARDS 
by Paton and Littieton, American Accounting Association, 1940. 
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Current Developments in New York State 
Tax Legislation and Regulations 


By MorTIMER M. KASSELL 


This article summarizes the various changes in the New 
York Personal Income Tax and Franchise Tax Laws made 
by the 1956 and 1957 sessions of the New York Legislature. 


For many years there have been 
introduced in the Legislature, and fre- 
quently enacted into law, various amend- 
ments to Article 16 of the 


which imposes the personal income tax. 


Tax Law 


These bills in general are designed on 
the one hand to provide relief in various 
cases and on the other hand to plug 
loopholes. The result of some ten or 
fifteen years of this kind of treatment 
has transformed an otherwise simple 
income tax law into a highly complicated 
technical tax statute. While it is not 
nearly as much of a “monster” as the 





Mortimer M. Kassety is Deputy Com- 
missioner and Counsel to the New York 
State Department of Taxation and 
Finance. Commissioner Kassell is a 
member of the American Bar Associa- 
lion and an advisory member of the 
Joint Legislative Committee on Inter- 
state Cooperation. 

This article has been adapted by the 
author from a paper presented by him 
at the April 2, 1957 technical meeting 
of the Society, held under the auspices 
of the Committee on New York State 
Taxation 
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Internal Revenue Code, in my opinion 
it is far more complicated than a low- 
rate state income tax law should be. 
The justification for highly technical 
provisions may exist in a tax structure 
where the rates range from 20% to 92% 
but these provisions, whether they are 
to afford relief or to increase revenue, 
are wholly unjustified where the tax 
rates range from 2% to 7%. 

This 
not only an aversion but also an apology 
for most of what follows, it is 
necessarily a technical analysis of the 
various recent changes made in the State 
Tax Law in relation to the income and 
franchise taxes. 


preface is designed to express 


since 


The principal amendments to the Per- 
sonal Income Tax Law passed in 1956 
were the so-called “humanizing amend- 
ments.” These were generally patterned 
on similar provisions in the Internal 
Revenue Code but were not identical 
with them and are applicable to returns 


due April 15, 1957 and thereafter. 


Additional Exemptions for Blind or Aged 


The first of these amendments allows 
additional exemptions for the blind and 
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those over 65. Thus, a married couple 
is entitled to the $2500 exemption and 
to additional exemptions if either or 
both are blind or over 65. The addi- 
tional exemption for a single person who 
is blind or over 65 is $400, and $800 if 
both blind and over 65. This exemp- 
tion, however, must be reduced by the 
amount that his gross income exceeds 
$6000. Thus, if a single taxpayer is 
over 65 and blind and has a gross in- 
come of $6300, he is allowed an addi- 
tional exemption of $500 ($800 minus 
$300—the amount by which his gross 
If his 


income is $6800 or more. no such ex- 


income exceeds $6000). gross 


emption is allowable. 


If a taxpayer has a wife who is blind 
or over 65, the additional exemptions 
are also allowed for the wife. In such 
case, the total of the additional exemp- 
tions of both must be reduced by the 
amount that their combined gross in- 
come exceeds $6000. For example, if 
a taxpayer is blind and over 65 and 
has a wife who is blind and over 65 
and their combined income is 
$6700, additional exemptions of $900 
are allowed ($1600 minus $700). If 
their combined gross income is $7600 


TOSS 


or more, no such exemptions are allow- 
able. The additional exemptions for 
the wife whether or not 
she has However, 
even if the husband and wife file sepa- 
rate returns, the additional exemptions 
must be reduced by their combined 
gross income and may then be claimed 
entirely by either or divided between 


are allowed 


separate income. 


them. 


Proration of Additional Exemptions 
Section 362 of the Tax Law, which 

provides for these additional exemptions, 

is patterned to some extent on section 


151 of the Internal Revenue Code of 
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1954. Accordingly, the definition of 
blindness is identical both for Ney 


York and Federal income tax purposes, 
However, the Internal Revenue Code 
does not require the reduction of the 
exemption on the basis of gross income, 
Accordingly, the fact that a taxpayer 
who is blind or over 65 is entitled to 
an additional exemption for Federal 
income tax purposes does not necessarily 
mean that he is entitled to an additional 
exemption for New York income tax 
purposes. Furthermore, the right to 
exemption under Federal law is deter. 
mined on the basis of the taxpayer's 
status at the close of the taxable year, 
Therefore, if a taxpayer is blind or over 
65 at the close of his taxable year he is 
entitled to the full additional exemption 
under Federal law. However, under 
New York law if he is over 65 or blind 
for only part of the year the additional 
exemptions must be prorated. Article 
209 of the Personal Income Tax Regu- 
lations sets forth the method of prora- 
tion. A new Article 208-a was added to 
the Regulations explaining these exemp- 
tions. Under said regulation, as under 
the Federal regulations, a blind taxpayer 
must support his claim for the additional 
exemption by a certificate from a physi- 
cian or registered optometrist. 


Expenses for Care of Dependents 


The second of the 
amendments was_ the 
deduction for expenses incurred for the 
care of dependents. This deduction is 
generally referred to as the “child care” 
deduction, although it is not limited to 
expenses incurred for the care of a child 
but includes expenses for the care of any 
dependent who is physically or mentally 
incapable of caring for himself. — This 
amendment was also patterned after the 
Federal deduction contained in_ section 
214 of the Internal Revenue Code of 


“humanizing 
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1954. Both the Federal and State law 
allow the deduction if incurred by a tax- 
payer who is a woman or widower, if 
incurred for a dependent’s care while 
the taxpayer is gainfully employed or 
in search of gainful employment and if 
incurred to enable the taxpayer to be 
so employed. Both include in the defini- 
tion of “widower” a man who is legally 
separated or who is divorced and has 
not remarried. Both prohibit the de- 
duction for amounts paid to a dependent 
of a taxpayer. Both limit the deduction 
to married women only if they file joint 
returns with their husbands, 
legally separated. 


unless 


The computation of the deduction 
under the two laws, however, is different. 
Under New York law, the amount of 
the deduction is $400 per dependent, 
with a maximum of $800, which must 
be reduced by the amount by which the 
gross income exceeds $6000, so that no 
deduction is allowable if the gross in- 
come is $6800 or more. The Federal 
law allows a maximum deduction of 
$600. which must be reduced in the 
case of a working wife by the amount 
by which the adjusted gross income of 
husband and wife exceeds $4500. Thus, 
no deduction is allowed for a married 
couple with a combined adjusted gross 
income of $5100. The reduction is not 
required under Federal law with respect 
lo a single woman, a widower or a 
married woman whose husband is in- 
capable of self-support by reason of 
mental or physical disability. This com- 
parison of the two laws illustrates that 
considerations determine 
entitled to the 
thereof is 


the same 
whether a 
deduction but the 
computed differently. 


person is 
amounl 


Article 203 was added to the Personal 
Income Tax Regulations to explain this 
deduction in detail. This regulation is 
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patterned after the Federal regulation 
dealing with this subject but is not as 
comprehensive. In view of the similar- 
ity between the two laws with respect 
to qualification for the deduction, the 
provisions of the Federal regulation will 
undoubtedly be considered even though 
not set forth in detail in the New York 
regulations. 


Medical Expenses 


The third “humanizing” amendment 
was the liberalization of the deduction 
for medical expenses. The principal 
change is in the amount of the deduc- 
tion. Previously, the deduction was al- 
lowed for expenses in excess of 5% of 
net income, with a maximum of $1500 
for a married couple or head of a 
household and $750 for others. Under 
the amendment, a deduction is allowed 
for the excess of medical expenses over 
3% of the first $6000 of net income plus 
5% of net income over $6000, and the 
maximum deduction for a _ married 
couple filing a joint return or head of a 
household was increased to $2500 and 
to $1250 for others. In addition, total 
medical expenses within the maximum 
limitation are allowed if the taxpayer 
or his spouse is over 65 or blind. 


Although there is some similarity be- 
tween the medical deduction for New 
York and Federal income tax purposes, 
the computation of the latter will not be 
particularly helpful for New York pur- 
poses. Under Federal law, medical ex- 
penses in excess of 3% of adjusted gross 
income are allowable, with a maximum 
deduction of $2500 per exemption and 
an overall maximum of $5000 on an 
individual return and $10,000 on a joint 
return. In addition, the cost of drugs 
is included in medical expenses for New 
York purposes but is only included for 
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Federal purposes if it is in excess of 
1% of adjusted gross income. 

This amendment to the Tax Law 
merely required an amendment to sec- 
tion 202 of the Personal Income Tax 
Regulations with respect to the amount 
of the deduction. The remaining pro- 
visions thereof continue to be applicable. 


Alimony Payments 


In addition to the 
amendments, various changes were made 
by the 1956 Session conforming the 
New York Personal Income Tax Law 
to the Internal Revenue Code. These 
changes are generally designed to sim- 
plify the preparation of returns by pro- 
viding similar treatment of various 
items under New York and Federal law. 

Subdivision 8 of section 359 was 
amended to provide that periodic pay- 
ments made under a written separation 
agreement, as well as those made under 
a decree of divorce or separation, are 
taxable to the wife and deductible by 
the husband. This provision is similar 
to section 71 of the Internal Revenue 
Code, with one exception. Under the 
latter, this treatment applies only to 
payments under separation agreements 
executed after the enactment thereof, 
whereas the New York law is applicable 
to payments under all separation agree- 
ments whether executed before or after 


“humanizing” 


the amendment. 


The 52-53 Week Fiscal Year 


Subdivision 4 of section 350 
amended to allow taxpayers the option 
of filing personal income and unincor- 
porated business tax returns on a 52-53 
week basis if their books are so kept, 
and section 370 was amended to provide 
for the filing of returns in the case of a 
transition to a 52-53 week taxable year. 
These amendments conform to the pro- 


was 
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visions of section 441 of the Internal 
Revenue Code. 


Basis of Property Includible in Estate 


Subdivision 6 of section 353 
amended to establish the same basis for 
property transferred prior to a dece- 
dent’s death, which is required to be 
included in his estate for estate tax 
purposes, as property acquired by be- 
quest. For example, the basis of jointly 
owned property, gifts in contemplation 
of death and inter vivos trusts which 
are includible in the decedent’s gross 
estate is their fair market value at the 
date of death. This amendment con. 
forms to section 1014 of the Interna! 
Revenue Code. 


Was 


Sale of Personal Residence 


Subdivision 1 of section 354-a was 
amended to permit the deduction of 
selling and “fix-up” expenses in deter- 
mining the amount of gain on the sale 
of a personal residence which is taxable. 
This amendment conforms section 354-a 
with section 1034 of the Internal Reve- 
nue Code. At this point, it should be 
pointed out that by Chapter 209 of the 
Laws of 1957, the New York law has 
also been conformed to the Federal so 
that under both laws the new residence 
must be purchased or constructed with- 
in one year of the sale of the first 
residence. The new time limitation also 
applies to returns for taxable years com- 
mencing on or after January 1, 1956. 


Death Benefit Exclusion 


Paragraph 2 of section 359 was 
amended to limit the amount of em- 
ployee death benefits excludible from 
gross income to a total of $5,000 rather 
than $5,000 from each employer, and to 


allow such exclusion with respect to 
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Jump-sum distributions from a qualified 
profit-sharing, pension or annuity plan. 
This conforms to section 101 of the 
Internal Revenue Code. 


Interest on Loans—Single Premium 

Contracts 

Subdivision 2 of section 360 was 
amended to conform to section 264 of 
the Internal Revenue Code by prohibit- 
ing a deduction for interest paid or 
accrued with respect to money borrowed 
to purchase a single premium life insur- 
ance endowment or annuity contract. 


Embezzlement Losses—Year of Deduction 

Subdivision 6 of 360 
amended to conform to section 165 of 
the Internal Revenue Code to provide 
that a loss from embezzlement or theft 
shall be deductible in the year in which 
the taxpayer discovers the loss, rather 
than the year in which the loss occurred. 


section was 


Military Personnel 

Amendments were made to various 
sections of the Tax Law providing simi- 
lar treatment as the Internal Revenue 
code with respect to the taxation of 
military pay and to returns and pay- 
ments of military personnel. Although 
these amendments are rather extensive, 
the net effect thereof is that the same 
treatment is accorded to taxpayers in 
the military service as to all other tax- 
payers, since the relief provisions are 
applicable only with respect to military 
personnel serving in a combat zone and 
there is at present no such combat zone. 


Applications for Revision 

In addition to the foregoing, several 
miscellaneous amendments were made 
to the Personal Income Tax Law. 

Section 374 was amended to limit the 
time for filing applications for revision 
lo two years from the time the tax was 
paid or the return filed, whichever is 
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earlier. This amendment was designed 
to prevent taxpayers from extending 
their time to file applications for revi- 
sion by failing to file their returns even 
though their tax had already been paid. 
It is principally applicable to nonresi- 
dents whose taxes are paid by with- 
holding agents. 


Unlimited Charitable Deduction 

Subdivision 14 of section 360 was 
amended to permit an unlimited charit- 
able deduction if a taxpayer’s contribu- 
tions in the taxable year and the five 
(rather than ten) preceding years equal 
90% of his net income. 


Nonresident Withholdings 

Subdivision 1 of section 366 was 
amended to exempt from the withhold- 
ing requirements, amounts paid to non- 
resident beneficiaries by stock bonus, 
pension or profit-sharing trusts. This 
amendment was designed to encourage 
the use of New York trust companies 
for such purposes. 
Information Returns on Wages 

Under $1,000 

Subdivision 2 of section 366 was also 
amended to permit the Tax Commission 
to require information returns with re- 
spect to wages paid to employees (even 
if less than $1,000) if withholding is 
required pursuant to the provisions of 
the Internal Revenue Code. However, 
no action has yet been taken by the 
State Tax Commission and information 
reports are, therefore, only required 
with respect to excess of 
$1,000. 


wages in 


Personal Income Tax Regulations 

The foregoing briefly summarizes the 
amendments made to the Personal In- 
come Tax Law in 1956. The Personal 
Income Tax Regulations were recently 
amended to reflect these changes. Al- 
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though in the past the Regulations have 
often been amended to reflect rulings of 
the State Tax Commission or changes 
in policy, the 1956 amendments are prin- 
cipally limited to incorporating the fore- 


going changes in the law. 


Penalties Under Articles 9 and 9A 

The 1956 Legislature made compara- 
tively few changes in the franchise taxes 
imposed by Articles 9 and 9-A. 

The principal change to Articles 9 and 
9-A related to the imposition of penal- 
ties. One hundred per cent penalties 
were provided for the filing of fraudu- 
lent returns, as under Articles 16 and 
16-A. In addition, penalties are im- 
posed with respect to additional taxes 
resulting from Federal changes in the 
event of failure to file the required re- 
port of such changes. The penalties 
commence 30 days after the due date of 


such report. 


Taxation of Omnibus Companies 

The principal change to Article 9 re- 
lated to the taxation of omnibus com- 
panies under section 186-a._ A quarterly 
exemption was provided for $125,000 of 
receipts from omnibus transportation. 


Returns in Whole Dollar Amounts 

One general amendment enacted in 
1956 authorizes the State Tax Commis- 
sion to adopt regulations permitting tax- 
payers an option to file returns in whole 
dollar amounts instead of in cents, and 
to permit assessments of tax and refunds 
on the same basis. Such regulations 
were adopted for purposes of Articles 


9-A, 16 and 16-A. 


Percentage Reduction of Tax 

During the legislative session which 
has recently terminated, almost one 
hundred and fifty amendments to the 
Personal Income and Franchise Tax 
Laws were proposed in the Legislature. 
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The great bulk of these amendments 
are designed to incorporate into New 
York law various relief provisions con- 
tained in the Internal Revenue Code or 
to give special benefits not presently 
allowed under Federal law. Only a hand. 
ful of these bills has been enacted. 
The income tax 
enacted early this year in order to avoid 
the confusion which occurred last year, 
The same reduction applies to taxes for 
the year 1956 as for the year 1955, 
ie., 15% of the first $100 of tax and 
10% of the next $200 of tax. Chapter 
207 of the Laws of 1957 provides the 
same method of reduction for purposes 
of the unincorporated business tax. The 
Governor apparently signed the bill with 


reduction bill was 


some misgivings, since in a message ap- 
proving the bill he pointed out that an 
administration bill would have elimin- 
ated the tax entirely for some 35,000 
small businesses and would have afford- 
ed relief up to $100 for many more. 


Resident Credit 

A resident credit was also enacted for 
the first time in New York State, thus 
protecting New York residents, from 
double taxation. It allows a credit to 
a New York resident against his New 
York income taxes for the year 1956 for 
income taxes paid to another state on 
income derived in such state if the 
latter state does not allow a nonresident 
credit to New York residents. The 
credit is equal to the proportion that 
the taxpayer’s income subject to tax 
in the other state bears to his entire 
income subject to tax in New York but 
may not exceed the amount of tax pay- 
able to the other state. In addition, the 
credit is not allowable if it results in a 
New York tax less than would have been 
payable if the income from the other 
state had been excluded in computing 


net income. The credit is limited to 
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one year, since it was enacted primar- 
ily to counteract the effect of the im- 
position of a tax on nonresidents by 
Massachusetts and it is hoped that 
Massachusetts will enact a nonresident 
credit in the coming year. 


Reporting Partner’s Income in Year of 

Liquidation 

Chapter 372 of the Laws of 1957 
partially conforms to the Internal Reve- 
nue Code with respect to the reporting 
of a partner’s income. This amendment 
to section 364 of the Tax Law changes 
the taxable year in which a partner is 
required to report his distributive share 
in case his entire interest in a partner- 
ship is sold, exchanged or liquidated. 
Under present provisions of law, if a 
taxpayer has a different taxable year 
from the partnership he must report his 
distributive share in the taxable year 
which embraces the close of the partner- 
ship’s taxable year. Under the amend- 
ment his distributive share would be re- 
ported in the taxable year in which the 
sale occurred, thus eliminating any delay 
in reporting. This change is a purely 
technical one and was recommended by 
the State Tax Commission. 


Other Amendments 
In addition, the following amendments 
were adopted : 
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1. A bill increasing the exemption 
from $400 to $800 for a dependent over 
the age of 18 who is in full-time attend- 
ance at an approved school or college. 
(Chapter 724) 


2. A bill amending section 359 to 
conform to section 107 of the Internal 
Revenue Code, to exclude from gross 
income the rental allowance paid to a 
clergyman, as well as the rental value 
of a house furnished to him. (Chapter 
408) 


Complexity of Tax Law 


A review of current developments in 
State taxation can easily evoke the fear 
that the law will be increasingly techni- 
cal if the present tendency toward con- 
formity with the Federal law continues. 
The only encouraging sign I can see is 
that if the New York law continues to 
become increasingly complex, taxpayers 
and their representatives will join with 
professional societies and others in an 
effort to simplify the entire New York 
income tax by adopting Federal net 
income as the base. In my opinion, such 
a revision is long overdue and I am 
hopeful that this millenium may yet be 
achieved. 
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Accounting System for a 


Small Water Plant 


By Stanvey L, Couen, C.P.A. 


This is a case study based upon personal experiences and 
observations of the author. The article suggests the need for 
utilization of non-accounting information and for simplicity 
in approach, in the development of an accounting system 
and auditing guides for a small, privately owned water plant. 


For the past several years the hous- 
ing and related industries have ac- 
counted for a substantial amount of this 
country’s gross national product. The 
custom builder has been overshadowed 
by the large scale developer. While proj- 
ects the size of Levittown are not too 
numerous, there are many subdivisions 
encompassing 1,000 to 1,500 single- 
unit residences. In some of these areas, 
the builder or land developer must pro- 
vide his own utility plants for water 
and/or sewage treatment. The account- 
ant, as an adjunct of his services related 
to construction, may find himself con- 
fronted with the problems of designing, 
installing and maintaining an account- 
ing system for water and sewage treat- 





STANLEY L. Conen, C.P.A., is a mem- 
ber of the New York State Society of 
Certified Public Accountants and of the 
American Institute of Accountants. He 
is a partner in the firm of Sidney G. 
& Co., Certified Public Ac- 


countants, 
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ment plants. This article will deal only 
with a water plant as it is the more 
extensive of the two, 


Technical Background 


Before undertaking the design of an 
accounting system for a small privately 
owned water plant*, the writer deemed 
it necessary to acquire a working ‘knowl 
edge of the various elements of water 
production. The information presented 
in the following paragraphs was ob- 
tained from the supervising engineer. 

A turbine type pump extracts the 
raw water from subterranean sources 
and forces it upward to an aerator. The 
aerator consists of four large trays, 
each containing coke. The frame and 
trays are constructed with tide-water 
cypress which is non-corrosive. The 
cascading water, flowing through the 
coke trays, has its iron removed by 
oxidation. The carbon dioxide in the 
raw water is dissipated by the air. 


* Capacity—10,000,000 gallons per month. 
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Accounting System for a Small Water Plant 


From the aerator the water falls into 
an accelator. This device is a giant 
mixer and strainer. It is here that 
hydrated lime, aluminum sulphate, poly- 
phosphate and other chemicals are 
added. The balance of the objectionable 
materials in the water is removed by 
the coagulating action of the additives. 
The resultant solid matter, called 
sludge, is removed to a sludge bed 
where it is ultimately disposed of. 


The finished water rises to the top 
of the accelator and is conducted by 
piping to filters where it passes, by 
gravity, through six grades of anthracite 
coal. The water is drawn from the 
bottom of the filters and piped into 
the clearwell or underground storage 
tank. It is here that chlorine is added 
which constitutes the last purification 
process. The clearwell, together with 
other water storage components, serve 
to regulate the water pressure in the 
distribution system, 


High-head service pumps force the 
water through the transite supply mains 
into the galvanized service pipe lines. 
From the service lines the water flows 
into the respective 


through ~=meters 


houses. 


Personnel Considerations 


Since this plant was constructed to 
function with limited personnel, the 
water works employees merely load the 
automatic chemical feeders, read and 
service meters and maintain the plant 
equipment. The superintendent must 
also make chemical analysis of the water 
and report his findings to the State 
Board of Health. 

The author also visited a nearby 
municipally owned water district serv- 
ing approximately 1,200 customers. 


That organization consisted of three 
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office clerks, five meter readers and 
maintenance men, and a general man- 
ager—head bookkeeper. All meters 
were read and customers’ bills mailed 
during the first week of each month. 
Further, this district purchased water at 
wholesale rates from a_ neighboring 
town having no plant facilities of its 
own. Profit and loss statements pre- 
pared by the general manager disclosed 
a break-even situation. It was signifi- 
cantly noted that the employees had 
little to do the remaining three weeks 
of the month. 





Accounting Functions 


Based upon the orientation outlined 
above, it was decided to divide the ac- 
counting functions into the categories 
listed below: 


1. Controls applicable to construction 
costs. 

2. Determination of estimated revenues 
and expenses, 

3. Design and installation of an ac- 
counting system. 

4. Formulation of an audit program. 
5. Preparation and analysis of financial 
statements. 


Controls Applicable to Construction Costs 


The construction of the water plant 
and distribution system was one of sev- 
eral simultaneous building projects in- 
cluding houses, a sewage treatment sys- 
tem and a shopping center. Therefore, 
a multiple subsidiary cost ledger was 
utilized having distinct sections for 
each of the projects. On the books of 
original entry of the general contractor 
all costs were separated into project 
columns. The individual items within 
each column were posted to the appro- 
priate subsidiary cost ledger. The end- 
of-month total was posted to a general 
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ledger control account. Cost ledger 
schedules were prepared monthly and 
verified against the respective control 
account. 

In the water system section of the 
cost ledger the following accounts were 
opened: 

1. Concrete and block work. 

(a) Clearwell; (b) Office and stor- 
age buildings; (c) Aerator; (d) 
Sludge beds. 


2. Accelator. 
3. Chemical equipment. 
4, Electrical equipment. 


5. Water storage tanks. 


(a) Steel; (b) Erection costs. 
6. Pumps and piping. 


Engineering. 


~ 


Distribution system. 
(a) 8 inch pipe; (b) 6 inch pipe; 
(c) 3 inch pipe; (d) 2 inch pipe; 
(e) Hydrants, valves and fittings; 
(f) Meters and meter boxes. 
9. Force account expense. 
(a) Freight; (b) Repairs; (c) 
Analytical costs. 
10. Other building costs. 
(a) Interior; (b) Exterior. 


11. Miscellaneous costs. 


Additional accounts were set up in the 
general ledger for such items as labor, 
payroll taxes, compensation insurance, 
etc. Administrative and other expenses 
were capitalized to water plant construc- 
tion on a percentage-of-total-cost basis. 

Memorandums of cost estimates were 
recorded in each ledger account and 
frequently compared with actual ex- 
penditures. 
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Determination of Estimated Revenues 
and Expenses 


The supervising engineer furnished 
the writer with details of water con- 
sumption per family unit resident in 
the same general locale. Similar statis. 
tics were available from state and local 
agencies. The engineer was also able to 
supply chemical, electricity and mainte. 
nance costs. Utilizing the accounting 
system detailed below, payroll expense 
was calculated. The rates per thousand 
gallons of metered water were fixed pur- 
suant to the posted table of an adjacent 
city. 

A statement of projected revenues and 
expenses, on an annual basis, was pre- 
pared as follows: 


Revenues 
1,100 customers @ _ $38 


(based upon a family unit 
consumption of 84,000 gal- 











lons annually) ......... ‘ $42,000 
Expenses 
Chemicals (@ $.037 per M 
PMEIGHBD! . cisiaeajciolsieteveeie are $3,400 
Electricity (@ $.033 per M 
PAU GNS io. seo oisisiesiw cere os 3,100 
Plant superintendent ...... 5,200, 
Clerk (salary allocated to 
WALED PIQUE) 5 666 0scecc 1,300 
Stationery and telephone... 1,000 
Insurance, payroll taxes and 
miscellaneous ........... 2,000 
Other maintenance costs ... 1,000 17,000 
Net Income Before Depre- 
CIBEION, ccciscisisetieecoae $25,000 


—_—_—— 





Design and Installation of an 

Accounting System 

Inquiries were made to determine 
the existence of governmental financial 
reporting and record-keeping  regula- 
tions apart from those promulgated by 
taxing authorities. The responses re- 
ceived were unanimously negative. 

The inefficiency in employee utiliza- 
tion, noted in the previously described 
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Accounting System for a Small Water Plant 


visit to the neighboring, municipally 
owned water system, accentuated the 
need for cycle billing instead of first- 
of-the-month billing. This was discussed 
with the client who accepted the logic 
of this recommendation. 

The owners submitted a subdivision 
plat (project plan) of the area to be 
serviced indicating 1,100 potential cus- 
tomers. Upon installation of a meter, 
the serial number was entered on each 
plot. This afforded a measure of inter- 
nal control over the number of cus- 
tomers as the subdivision was being 
developed in sections. 

Since there are approximately twenty 
business days each month, it was de- 
cided to have fifty customers in any 
one cycle. Under the direction of the 
engineer, fifty contiguous plots were 
marked with a three-part account num- 
ber as, for example, 3-14-7. The first 
digit represents the cycle billing date— 
third business day of the month. The 
second and third digits indicate the 
block and lot numbers respectively ap- 
pearing on the subdivision plat. 

The next fifty customers were simi- 
larly set up for an adjoining area. This 
was done so that the individual reading 
these meters, without losing time, could 
deliver the bills covering the previous 
day’s readings. 

The daily reading of fifty meters and 
the delivery of fifty bills left ample time 
for the single meter reader for plant 
maintenance, turn-ons and turn-offs and 
meter servicing. 

One office clerk-bookkeeper was en- 
gaged. The preparation of fifty bills 
daily made for an even work load with 
sufficient time remaining to handle re- 
ceipts, disbursements and the general 
books of account along with telephone 
calls, filing and numerous other clerical 
activities, 
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Design of Forms 


Detailed cash receipts, sales and ac- 
counts receivable ledgers were elimi- 
nated and, in lieu of such extensive rec- 
ords, the following forms were used. 


Form 1—Customer’s Permanent File. 
The inside flap of this folder (an illus- 
tration of which appears as Figure I on 
page 406) was completed at the time the 
meter was installed and service turned 
on. The files are maintained in account 
number sequence in Drawer B. 


Form 2—Monthly Bill (in three parts). 
The bill (reproduced as Figure II on 
page 407) is prepared by the office clerk 
who obtains the data from the meter 
reading book. A separate reading book 
exists for each cycle billing date. Names 
and addresses can be typed or imprinted 
by a plate machine. 

After all the bills are prepared for 
a particular day, the clerk takes off on 
adding machine tape the dollar value of 
the billings and the water consumed. 
Both these totals are recorded in a sales 
journal. 

The three part snap-out carbon form 
(Form 2) is separated. Part 3 is de- 
livered to the customer. This part is 
made of heavy stock and can be easily 
modified for post card mailing or win- 
dow envelope mailing. In order to pre- 
serve clear copies the heavy stock was 
used for Part 3. Parts 1 and 2 are 
placed in Drawer A behind monthly 
and billing date dividers. 


Billing and Collection Procedures 


When a customer remits payment, 
either directly or by mail, Parts 1 and 
2 are removed from Drawer A. Part 1 
is stamped paid, the date noted, and 
attached to the duplicate deposit slip 
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for such date. This, therefore, serves 
in place of a detailed cash receipts book. 
A daily summary of cash received is 
recorded in the appropriate book of 
original entry. 

Part 2 is also stamped paid, the date 
noted, and filed in the applicable cus- 
tomer’s file (Form 1). The bill repre- 
sents the debit to the individual account 
receivable and the paid stamp denotes 
the related credit. Inquiries can expedi- 
tiously be attended to by reference to 
the customer’s file which is located in 
Drawer B. 

Any remaining bills in Drawer A 
constitute the accounts receivable. More- 
over, in the event of partial payment, 
the bill is also retained in Drawer A, 
with appropriate notation. At the end 
of the month, an adding machine tape 
schedule is prepared and checked against 
the control account in the general ledger. 


Standard Monthly Billing Not Practical 


Consideration was also given to 
standard monthly billing based upon an 
average water consumption per family 
unit. However, this billing method was 
discarded as impractical for various 
reasons, several of which appear below: 


1. To take advantage of the minimum 
rate it was necessary to bill monthly. 


2. During the course of a year, pro- 
longed dry spells resulted in above- 
normal consumption. It was deemed 
more advisable to maintain collections 
on a current basis as opposed to making 
large year-end adjustments. 


3. In order to compare production 
with consumption, meters had to be 
read monthly. Should a major leak 
occur, the management would know 
by the end of the month that such a 
condition existed. The danger in wait- 





Figure I 


Form 1—CusToMErR’s PERMANENT FILE 
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ing for a year-end reading is most ap- 


parent. 


4, Using the system suggested in this 
article, which provided for a single 
meter reader, payroll expenses could not 
in any event be reduced. This, of course, 
would not be the case where several 
meter readers might be employed. 


General Ledger Accounts 


The general ledger follows the Uni- 
form System of Accounts for Water 
Utilities, Classes A and B, as issued by 
the National Association of Railroad 
and Utilities Commissioners and _pub- 
lished by the State Law Reporting Com- 
pany of New York City. 


Formulation of an Audit Program 


In addition to the standard monthly 
audit procedures, with which all CPAs 


are familiar, the following items were 
appended to the audit program: 
1. Compare schedule of water con- 
sumed with water produced. 
a. Check master meter on control 
panel. 
b. Check gallonage produced as indi- 
cated on monthly report to the State 


Board of Health. 


2. Test check customers’ bills. 
a. As to meter readings (with meter 
reading books). 
b. As to dollar charge (consumption 
with rate table). 
3. Verify continuity of bills (previous 
reading on current month’s bill with 
present reading on previous month’s 
bill). 
4, Check number of bills mailed out 
for the month with number of installed 
meters as per subdivision plat. 





Figure II 


Form 2—MontTu_y BILL 
(in 3 parts) 
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Preparation and Analysis of 
Financial Statements 


The balance sheet submitted to the 
management contained the following 
captions in accordance with the uni- 
form system of accounting for water 
utilities. 

ASSETS 
1. Utility Plant and Equipment. 
a. Water Plant. 


b. Transportation equipment. 


bo 


Currents Assets. 
a. Cash. 
b. Accounts receivable. 
c. Prepaid expenses and inventory of 
chemicals and supplies. 
LIABILITIES 
1. Capital. 
2. Long-term Debt. 
3. Current Liabilities. 
a. Accounts payable. 
b. Customers’ deposits. 
c. Payroll taxes payabie. 
d. Income taxes payable. 
e. Interest and other accrued expenses. 


4. Reserves. 


a. Reserve for depreciation. 
b. Reserve for uncoilectible accounts. 


5. Surplus. 
a. Earned. 
The Statement of Income listed the 
items appearing below: 
OPERATING REVENUES 
1. Metered sales to general customers. 


2. Interdepartmental sales (water consumed 
for the other construction projects). 


3. Customers’ forfeited deposits. 


4. Miscellaneous water revenues (penalties 
for turn-ons and turn-offs due to non- 
payment of bills, etc.). 


5. Contract work. 
Source OF SuppLy EXPENSE 


1. Water purchased for resale (prior to 


completion of the plant). 
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Power AND PuMpING EXPENSE 
1. Electricity for power and pumping. 
2. Supplies and maintenance. 
PuRIFICATION EXPENSE 
1. Purification supplies. 


2. Maintenance of purification equipment, 


TRANSMISSION AND DISTRIBUTION EXPENSE 


1. Meter maintenance. 


2. Maintenance of mains, hydrants and 


plant. 
CusTOMERS’ ACCOUNTING AND COLLECTING 
EXPENSES 
1. Meter reading. 
2. Billing and accounting. 
3. Uncollectible accounts. 
ADMINISTRATIVE AND GENERAL EXPENSE 
1. General office supplies. 


2. Telephone. 


Sd 


Insurance. 


> 


Legal and accounting. 


Expenses sustained were in substan- 
tial agreement with original estimates. 


An analysis of water production by 
months revealed significant fluctuations. 
This situation is generally caused by the 
absence or presence of natural precipi- 
tation. An abnormally dry period re- 
sults in high consumption. While this is 
ideal in increasing revenues, there is 
a comparably greater work-load on the 
equipment with attendant consequences. 


If nature does not afford adequate 
explanation for such discrepancies, then 
other possibilities must be pursued. 
Children turning on hydrants, broken 
mains and, on occasion, dishonest cus- 
tomers who expend the money and ef- 
fort to “jump” their meter, represent 
sources of displeasure to the auditor 
attempting to reconcile production with 
sales. 
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Accounting System for a Small Water Plant 
By being constantly alert to metered Conclusion 
sallonage, management is able to re- . : F 
ig. o ai 6 The accounting system discussed in 
solve these problems: é ; 
the preceding pages has been satisfac- 
]. Is the plant operating efficiently ? torily functioning for the past eighteen 
é ee eae months with little modification. 
2. Are the leaks in the distribution sys- . 7 : 
ST re Stains It is the author’s belief that CPAs 
ipment tem either fortuitous or malicious? ; , 3 
have a professional obligation to de- 
aa 3. Is the plant equipment being sub- vise systems requiring the minimum of 
jected to excessive wear-and-tear which record-keeping consonant with sound 
— might warrant premature replacement? accounting and auditing principles. This 
baa : can only be accomplished by a thorough 
4. Are there sufficient chemicals on y " y 2 
; . 9 and comprehensive knowledge of the 
PING hand to insure uninterrupted operation ? : : : : 
business enterprise. Each installation 
5. Is proper pressure being maintained presents a challenge to the practitioner 
so as to provide maximum flow at the which should be met with imagination 
customer’s water outlet? (Low pres- and conviction which, when allied with 
sure results in low consumption and good judgment, constitute the elements 
relatively small billings.) of successful professional service. 
” Characteristics of Appropriate Records and Forms 
»stan- 
tes. : ean Sa : 
It [i.e. the form or record] must serve a useful function in its relation 
yn by to the procedures designed to accomplish the objectives of management. 
lions. It must be sufficiently simple so that it may be clearly understood by 
Vy the those who are to use it, enabling them to record data promptly, accurately, 
ecipl- and at a minimum of cost. 
di re- , : : , : 
ya It should be designed in the light of all its possible uses so that the 
- a number of different forms may be held to a practicable minimum. 
re is 
n the It should be so constructed that proper handling would necessitate ad- 
anes herence to the control procedures set up, thereby providing a degree of 
internal check within the form or record. In the case of forms, blanks for 
quate authorizations and approvals relating to the various steps of the transactions, 
PE Pp 
then the alignment of the data to facilitate arithmetical check, and proper routing 
sued, instructions are all examples of control which may be provided by proper 
oken designing. 
cus- from INTERNAL COoNTROL—ELEMENTS OF A _ CoorDI- 
d ef- NATED SysTEM, American Institute of Accountants, 1949. 
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ditor 
with 
June 1957 409 











New York State Tax Forum 


Conducted by BENJAMIN Harrow, C.P.A. 


Additional Exemption for Taxpayers Who Reach Age 65... 


Taxable Year of Partners. . 


. Liability for Franchise Tax . 


Definition of a Real Estate Corporation. 


Additional Exemption for Taxpayers Who 
Reach Age 65 


Like the Federal law, New York 
allows an additional exemption to a 
taxpayer who reaches the age of 65. 
This exemption is $400 and first became 
applicable to a taxpayer who was 65 
years of age or over in 1956. 

Unlike the Federal law the additional 
exemption depends upon gross income. 
The additional exemption of $400 must 
be reduced by the amount by which the 
gross income of the taxpayer, or the 
aggregate gross income of husband and 





BenJAMIN Harrow, C.P.A., has been a 
member of our Society since 1928, and 
a member of the American Institute of 
Accountants since 1922. He is a mem- 
ber of the New York Bar and Professor 
of Law at St. John’s University. 

Mr. Harrow is a past Vice-President 
of the Society. He is a member of the 
Society's Committees on Meetings and 
Committee Operations, and had served 
for a number of years on the Institute's 
Committee on Federal Taxation. 

Mr. Harrow is engaged in practice as 
a certified public accountant and at- 
torney in his own office in New York 
City. 
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wife living together, exceeds $6,000. The 
Regulations define gross income as in- 
come in the broad sense less income 
which is excluded from tax. On Form 
IT-201 that would mean total income 
shown on line 30, before deductions, 
A gross taxable income of $6,400 would 
eliminate entirely this additional exemp- 
tion of $400. 


Taxable Year of Partners 

A partner is taxed upon his distribu- 
tive share of the profits of a partnership 
for the latter’s fiscal or calendar year 
ending within the partner’s fiscal or cal- 
endar year. Until the law was changed* 
by the 1957 legislature, even the sale or 
liquidation of a partnership interest dur- 
ing a partnership fiscal year did not 
change the time for reporting any in- 
come. For example, suppose a partner- 
ship had a fiscal year ending June 30, 
1956. A partner on a calendar year 
basis would report his distributive share 
of income from the partnership for the 
period from July 1, 1955 to June 30, 
1956 on his 1956 return. Suppose the 
partner sold his interest on October 15, 
1956. His distributive share of partner- 
ship profits from July 1, 1956 to Octo- 
ber 15, 1956 was taxable to him on his 
1957 return. 
* 1. 1957 c. 375, eff. 7/1/57. 
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Beginning July 1, 1957, if a partner 
sells his entire interest in the partnership 
or if that interest is liquidated, then 
his distributive share of the net income 
of the partnership for the period ending 
with the sale or liquidation is reportable 
for the partner’s taxable year in which 
such sale or liquidation occurred. In 
the illustration given above, that would 
mean reporting the distributive share on 
the 1956 return instead of the 1957 
return. It should be noted that the law 
specifically provides that the death of a 
partner does not constitute a liquidation 
of his entire interest in the partnership. 


Liability for Franchise Tax 

Usually a corporation is organized to 
exist in perpetuity, but suppose a cor- 
poration is organized to last for twenty 
years. Is it subject to a franchise tax in 
the twenty-first year assuming that it 
has not been legally dissolved. The 
franchise tax is levied for the mere pos- 
session of the privilege of exercising its 
franchise whether or not it actually uses 
such privilege by doing business. Even 
though the legal life of the corporation 
may have ceased by the terms of its 
charter, if it continues to do business 
as a corporation it is at least a de facto 
corporation and taxable as such. A 
foreign corporation is taxable if it does 
business in New York whether or not 
itis qualified to do so. 

If the corporation has distributed its 
assets and is no longer engaged in any 
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activity it would probably not be subject 
to any franchise tax since by its very 
charter it is no longer a corporation 
de jure or de facto. 


Definition of a Real Estate Corporation 


A corporation that owns a leasehold 
of more than twenty-years duration and 
under the terms of the lease pays the 
real property taxes, qualifies as a real 
estate corporation, 

Suppose this corporation (Corpora- 
tion A) subleases the property to an- 
other corporation (Corporation B) for 
a similar term and the latter corporation 
pays the real estate taxes, does Corpora- 
tion A lose its classification as a real 
estate corporation? This question was 
before the Tax Commission recently. 
The taxpayer argued that while Cor- 
poration A made a sublease to Corpora- 
tion B, the main landlord had never 
released Corporation A from the real 
estate taxes. That obligation therefore 
could not be shifted to a sublessee. The 
fact that the sublessee agreed to pay the 
real estate taxes meant that the obliga- 
tion was in substance only additional 
rent payable to the lessee. The payment 
of the real estate taxes by Corporation 
B was a payment of the taxes by Cor- 
poration A within the meaning and in- 
tent of the statute. The State Tax Com- 
mission accepted that reasoning and per- 
mitted Corporation A to continue its 
classification as a real estate company. 
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Accounting at the SEC 


Conducted by Louis H. Rappaport. C.P.A. 


SEC Denies Exemption from Registration 


in Decision Involving Misleading 


Financial Statements and Inadequate Audit 


Under the Securities Act of 1933 the 
SEC is empowered to exempt certain 
offerings of securities from the registra- 
tion requirements of the Act when the 
amount of the public offering is less 
than a designated sum. Pursuant to 
this provision of the law, the SEC pro- 
mulgated Regulation A relating to ex- 
empt offerings. Under the Commission’s 
Rule 223, however, the SEC may order 
the permanent suspension of the exemp- 
tion in a particular case when it finds 
that the offering circular (which must 
be given to persons to whom an offer 
is made) contains false or misleading 
statements. 


In a recent decision* the SEC ordered 
the permanent suspension of the ex- 
emption, and based its decision, among 
other things, on the fact that the finan- 
cial statements in the offering circular 
were false and misleading, and that the 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 


SEC Accountinc PRACTICE AND PRo- 
CEDURE. 
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scope of audit made by the certifying 
accountant was inadequate. The facts 
in the case insofar as they are of interest 
to public accountants were as follows. 

Coastal Finance Corporation, which 
was organized in 1949, was engaged in 
the consumer finance business. It pre- 
pared an offering circular, dated August 
5, 1955, covering an offering of common 
stock under Regulation A. The SEC 
temporarily suspended the exemption 
with respect to Coastal’s offering and 
held a hearing to determine whether the 
suspension should be vacated or made 
permanent. 


Coastal operated twelve loan offices, 
each of which was organized as a 
wholly owned subsidiary, located in 
Maryland, Virginia, Florida, and Pitts- 
burgh, Pennsylvania. The offering cir- 
cular stated that Coastal was founded 
by Frank B. Bush who had been its 
President and General Manager since 
its inception. Bush and his wife jointly 
owned a majority of the Class B Com- 
mon Stock, which had the right to elect 
a majority of the board of directors. 


*In the matter of Coastal Finance Corpora: 
tion, Securities Act Release No. 3775, April 
10, 1957. 
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Disclosures regarding write-offs, re- 
serves for loans, income and assets. 
The offering circular stated that past- 
due loans considered by Coastal to be 
uncollectible were written off on or be- 
fore June 30 and December 31 of each 
vear and that charges were made against 
current income as provision for bad 
debts in such amounts as were believed 
by the management to be adequate. 
Following this statement was a table 
showing the provision for write-offs, 
actual write-offs and remaining reserves 
for the years 1949 through 1954 and 
the first six months of 1955. The offer- 
ing circular also contained a summary 
of earnings and comparative consoli- 
dated balance sheets covering the same 
period. The SEC’s suspension order al- 
leged, with particular reference to the 
year 1954 and the six months ended 
June 30, 1955, that Coastal did not 
write off all past-due loans known to be 
uncollectible, that the charges against 
current income as a provision for bad 
debts and the reserves provided there- 
for were inadequate, that the summary 
of earnings reflected income figures 
greater than those actually realized, and 
that the comparative consolidated bal- 
ance sheets reflected total assets at val- 
ues greater than those actually in ex- 
istence, resulting in an overstatement 
of earned surplus, total surplus, total 
net worth and total capital funds. 

In the fall of 1954 Bush had discus- 
sions with an insurance company as a 
result of which Coastal obtained a loan 
of $300,000 in December, 1954. In 
connection with this financing program, 
Bush instituted an intensive drive for 
increasing income and reducing de- 
linquency percentages. He established 
minimum goals which would require 
each to obtain substantial in- 
creases in income and reductions in 
delinquencies. This program was dis- 
cussed with John J. Conway, who had 


office 
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recently been promoted to vice-president, 
and Larkin E. Bullard and Bernard J. 
LaPorte, who acted in a supervisory 
capacity, as well as various office man- 
agers, and he sent memoranda to all 
offices urging the personnel to meet the 
high quotas. 

Beginning in November, 1954 the 
reports from the branch offices of in- 
come collections and deficiencies showed 
substantial improvement. However, at 
the same time practices developed which 
had the effect of overstating income 
and concealing the time delinquency 
status of loan accounts. One of these 
practices was referred to in the testi- 
mony as “rolling an account.” This 
involved the renewal of a delinquent 
loan the credit factors did not 
justify a renewal and the applica- 
tion of the proceeds as an interest pay- 
ment on the old account. The effect of 
this practice was to inflate the income 
figures. Most of the accounts so re- 
newed were delinquent accounts which 
had been previously classified as un- 
collectible and charged off against profit 
and loss, and as to such accounts the 
practice was also referred to as “reacti- 
vating a P & L account.” 

Another irregular practice employed 
by the Coastal personnel was referred 
to as “spreading payments.” This con- 
sisted of the allocation of fictitious pay- 
ments to what would otherwise be de- 
linquent loans for the purpose of taking 
or keeping such loans out of a delin- 
quency status. The source of these fic- 
titious payments was usually the pro- 
ceeds of reactivated P & L or rolled 
accounts where not all of the proceeds 
of the new loan were credited to the 
old account. Although the spread pay- 
ments were usually small in amount, 
they had a substantial effect on the rec- 
ords of delinquent loans because of 
Coastal’s policy as to determining delin- 
quency. For example, one category of 


when 
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delinquent accounts (referred to as in the course of a routine audit of one o 
90-day accounts) consisted of accounts of Coastal’s offices discovered evidence ; 
on which no collection had been made of improper renewals of charged-off 7 
for 90 days or more. Under Coastal’s loans and spread payments. He reported . 
practice, if any payment was recorded the situation to Bush the same day, 7 
on the account within the preceding 90 Thereafter the auditors discovered evi- Ci 
days, no matter how small the payment dence of the same practices in other a 
or how large the past-due interest and offices and then made special audits of = 
principal, that payment would take that all the offices to discover the extent and fo 
account out of the 90-day delinquent effect of the improper practices. On Y 
category. Other categories of delin- the basis of these special audits, they . 
quency were handled similarly. The prepared revised figures for the periods fie 
use of spread payments resulted in the covered by the financial statements in ne 

reporting of lower delinquency percen- the offering circular. The differences 

tages and contributed to the inflation of between the figures in the financial 
income figures. statements in the offering circular as of _ 
These practices had a very substan- June 30, 1955 and for the six months ws 
tial effect on the financial statements. then ended and the auditors’ comparable om 
On August 16, 1955, Mr. S, a member adjusted figures were found to be as - 
of the firm of O and Company, who had follows: 7 
been auditors of Coastal for some time, es 
Amounts in Adjusted Ditfer ch 
Offering Circular —_Amounts ence tes 
Se EE Meee SMMNGWRERUR,.. 5 << oo <iae’n'inie'S: n'a 0 eile selene $2,667,824 $2,597,965 $ 69,859 abe 
ONIN OT MORNIN 55.55 6hs0 san vce en taaneeccee 80,975 256,973 175,998 offi 
Surplus sense ese nese eee ese eeteeseeeeeees 199,267 ( 42,309) * 241,576 a 

MpOOEA COPOTREIINE ATICOING: 6.54 0:0-0:66i616.6:610,0.0'0. 869.00 :5:0 407,827 351,897 55,930 
Provision for losses charged against income..... 27,099 203,097 175,998 res 
APRNMER © ARIOUNIG 5:5 510,5/0:055:3 0 015: 9)0% 50145 918) ta10o.s 107,695 (128,130)** = 235,825 spr 
* Deficit. a 
+? | oss. un 
. req 
The misleading nature of the financial racy of the statements in the offering | 
statements in the offering circular was circular that past-due loans considered i 
conceded. The extent of the conceal- by the Company to be uncollectible were oni 
ment of the delinquency situation by written off and that the Company ais 
the spreading of payments was indi- charged against current income as pro- ne 
cated by the fact that reports submitted vision for bad debts such amounts as i“ 
by Coastal’s offices for September, 1955, were believed necessary by the man- 2 
after the issuance of instructions to agement. The only substantial contro- = 
show the actual number of delinquent verted question in this phase of the . 
loans without applying fictitious pay- case arose from the fact that, although 
ments'to hide delinquency, revealed that the practice of rolling accounts and si 
there were 1,960 delinquent accounts spreading payments was widespread the 
as compared with 803 delinquent ac- throughout the Coastal organization we 
counts shown at the end of August, during the period in question, Bush eat 
1955, with substantial increases being claimed that he knew nothing about it ee 
reported by all offices. ; until August, 1955. at 
As indicated above, one of the issues Bush was in complete charge of the ‘ai 
in the SEC proceeding was the accu- management of Coastal. He conceived on 
414 June 195 
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and put into execution the drive start- 
ing in November, 1954 to increase in- 
come and reduce delinquency. In the 
memoranda to all Coastal offices men- 
tioned above and the meetings with 
Conway and the supervisors and office 
managers, he strongly emphasized the 
necessity of showing results. Bush 
formulated projections of income re- 
quirements and delinquency quotas 
which Conway and the supervisors testi- 
fied were impossible of attainment by 
normal procedures. 

Conway, Bullard, and LaPorte, as 
well as an office manager, the assistant 
treasurer and the assistant secretary all 
testified that they knew of the irregular 
practices. Conway testified that he dis- 
cussed spread payments with Bush early 
in 1955 in a general discussion of 
charge-offs and delinquencies. Bullard 
testified that in a discussion with Bush 
about the resignation of one of the 
office managers, he told Bush that in 
his opinion the real reason for the 
resignation was the large number of 
spread payments. The assistant secretary 
testified that she told Bush that she 
understood that managers were being 
required to reactivate P & L accounts. 

Each of the loan offices sent to the 
home office daily reports which listed, 
among other things, the payments re- 
ceived, giving the names of the bor- 
rowers and the amounts paid on prin- 
cipal and interest. The totals on these 
reports were transferred to monthly 
progress charts. This work was done 
primarily by the assistant treasurer 
but many times Bush would pick up a 
number of daily reports and transfer 
the figures to his copy of the monthly 
progress charts. The assistant treasurer 
estimated that, including the reports 
which Bush picked up for examination 
and those which the assistant treasurer 
brought to Bush when he had some 
question about them, Bush saw about 
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25 per cent of the daily reports. The 
evidence showed that a person experi- 
enced in the small loan business, as 
Bush was, could readily determine from 
these reports that spread payments were 
being made. For example, one report 
showed that, of 67 accounts on which 
payments had been recorded, 27 showed 
payments in even dollar amounts, such 
as $1.00 on interest and $1.00 on 
principal. Another showed even dollar 
payments on 12 accounts out of 32. 
One daily report showed 9 payments 
of one cent each on principal; another 
showed 18 payments of fifty cents each 
on principal. Although in most of the 
reports which were introduced in evi- 
dence the indications of spreading pay- 
ments were not so obvious, a review of 
any substantial number of them would 
clearly show the existence of irregular 
practices. : 

The monthly delinquency reports 
showed a spectacular reduction in de- 
linquencies as a result of the drive to 
obtain a showing of better results. In 
September, 1954 the delinquent accounts 
numbered 623, or 8.16 per cent of the 
accounts outstanding. By June, 1955 
the number of delinquent accounts had 
been reduced to 393, or 3.24 per cent 
of the accounts outstanding. In the light 
of the past experience of the company, 
the SEC said it should have been ap- 
parent that such a result could not have 
been obtained without resort to irregu- 
lar practices. As noted above, in Sep- 
tember, 1955, after orders were issued 
to discontinue the improper practices, 
the number of delinquent accounts rose 
to 1,960, which was 18.73 per cent of 
the accounts outstanding. 

In addition, during the period of the 
improper practices the monthly reports 
from the Coastal offices indicated a 
ratio of interest collections to the 
amount of interest accrued which was 
substantially higher than previously 
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and should have been recognized as 
unexplainable on the basis of normal 
experience and procedures. 

Bush had been in the small loan 
business for 28 years and had been the 
President and General Manager of 
Coastal since its organization. While he 
relieved himself of some of the detail 
of operations after the appointment of 
Conway as vice-president, he maintained 
a close supervision over and intimate 
connection with all the activities of 
Coastal. In view of the facts outlined 
above, the SEC held that his assertion 
that he did not know of the existence 
of the irregular practices until August. 
1955 “cannot be accepted.” 

Dividends charged to capital surplus. 
The statements of consolidated surplus 
in the offering circular indicated that 
during the year 1954, $56,131 repre- 
senting dividends paid on the Class A 
Common Stock was charged to capital 
surplus. The earned surplus at Decem- 
ber 31, 1954 and June 30, 1955 amount- 
ed to $71,253 and $82,776, respectively. 
The SEC stated, “The charging of the 
dividends to capital surplus in these 
circumstances was without accounting 
support, making the financial statements 
materially misleading even though the 
charge was disclosed in a footnote to 
those statements.” 

Scope of audit. The suspension order 
alleged that the accountants’ examina- 
tion of the financial statements was not 
made in accordance with generally ac- 
cepted auditing standards. The finan- 
cial statements were certified by O and 
Company who were referred to in the 
offering circular as independent public 
accountants. They had been account- 
ants for Coastal since its organization. 
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Among other activities it conducted 
surprise audits of each of the Coastal 
offices at least once a year. During the 
year 1954 it conducted these audits 
between May 17 and December 15. 
However, in 1955 the firm did not 
begin its schedule of annual examina. 
tions until August 16. As stated above, 
it was on this occasion that Mr. S dis- 
covered the irregularities in the ac- 
counts. 

The firm’s certification of the finan- 
cial statements covered statements for 
June 30, 1955 and the six months then 
ended. As indicated above, between 
January 1 and August 3, 1955, the date 
of the accountant’s certificate, the firm 
made no field examination of any offices. 
During this period its work was limited 
to bookkeeping activities at the home 
office. Also, the office in Pittsburgh 
(acquired in February, 1955) had never 
been audited by the firm. In these cir- 
cumstances, said the SEC, “the account- 
ants were not in a position to apply an 
adequate independent judgment as to 
the management’s decisions as to the 
provisions for losses as well as other im- 
portant matters reflected in the financial 
statements.” Accordingly, the SEC held. 
“the representation in the accountant’s 
certificate, with respect to the June 30. 
1955 financial statements, that their ex- 
amination was made in accordance with 
generally accepted auditing standards 
and accordingly included such tests of 
the accounting records and such other 
auditing procedures as were considered 
necessary was inaccurate and mislead- 
ing.” 

In view of these and other deficien- 
cies, the SEC suspended permanently 
the exemption from registration. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Biock, C.P.A. 


Tax Season Autopsy . . . New State and Federal Unemploy- 


ment Insurance Filing Requirements . 


. . Return Signed for 


Taxpayer by Spouse Is Complete... Accountants’ Own Pay- 
roll and Clients’ Cost Records... Staff Criticisms and Tenure. 


Tax Season Autopsy 

Before the trials and tribulations of 
the past personal income tax season are 
rendered vague and nebulous by the 
surge of spring, take a serious look at 
what happened to see wherein improve- 
ments can be made for utilization next 
year. Remember—before you realize it, 
the next season will descend upon you. 

One approach is to ask for suggestions 
from staff men and office personnel, all 
who dealt with any aspect of the returns. 
If an incentive is desired, offer prizes 
for the top three suggestions. 

Another approach is a post-mortem 
conference of selected personnel to dis- 





Max Bock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Practice 
of the New York State Society of Certi- 
fied Public Accountants. He is a lecturer 
at The City College of New York in 
the graduate course on Accounting 
Practice. Mr. Block is a member of the 


firm of Anchin, Block & Anchin. 
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cuss the difficulties that may have de- 
veloped. 


If one follows the practice of making 
a note of flaws and bottlenecks as they 
are recognized, these items can be 
studied in a period of peace and quiet. 


New State and Federal Unemployment 
Insurance Filing Requirements 
The minimum employment require- 
ments have dropped to the level where 
hardly any employers are now exempt, 
except those still enjoying statutory im- 
munity. 


Therefore, to insure against over- 
sights, accountants would be well advised 
to review all clients’ records to single 
out those clients who have not filed un- 
employment insurance returns. These 
exceptions should be carefully reviewed 
to ascertain that no violations exist. 


Obviously the newly qualified em- 
ployers must register and obtain em- 
ployers’ numbers, and their payroll 
records must be reviewed as to com- 
pliance with departmental requirements. 
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Return Signed for Taxpayer by Spouse 
Is Complete 


The Fifth Circuit Court, in a recent 
decision, held that returns signed for the 
taxpayer by his wife (who filed no se- 
parate returns of her own) were com- 
plete returns, even though she held no 
power of attorney and her husband was 
not incapacitated or outside the United 
States. The returns were signed at her 
husband’s instance in the presence of his 
accountant. 

The court held that these returns were 
sufficient to start the running of the 
statute of limitations on assessment and 
collection of deficiencies and to prevent 
imposition of penalties for failure to file. 

The court further held that the regula- 
tions providing for signing returns un- 
der a power of attorney cannot be con- 
strued as making a return that does not 
comply with its terms “no return at all.”? 

On remand to the Tax Court, the Com- 
missioner withdrew his claim for de- 
linquency penalties and conceded that 
the statute of limitations barred his as- 
sessment of deficiencies for the years for 
which no waiver had been filed 

The above decision may be extremely 
helpful, particularly in situations where 
it may be difficult to obtain the timely 
signature of one of the spouses in the 
case of a joint return. 


Accountants’ Own Payroll and Clients’ 
Cost Records 


A payroll analysis service is being of- 
fered to accountants having staffs of 
more than about 20 men which will 
quickly provide an analysis of each 
man’s time for a specific period, and ac- 
cumulate clients’ cost records. A feature 
of this plan is that it overcomes the ob- 
jection to punch cards referred to in the 
C.P.A. Handbook, (Chapter 7, p. 81), 
namely that the end tabulations do not 
show the nature of the work performed. 
1 Miller vy. Com. (CA-5) 56-2, USTC Parag. 
10,009. 
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Administration of a CPA Practice 


Outline of the procedure: 


Each week (or other payroll period), 
each man prepares a separate card for 
each engagement to which he devotes 
time. Similarly, he prepares a separate 
card for each classification of unbillable 
time. The identical card is used both for 
written information and for keypunched 
information. Certain areas on the card 
are reserved for writing and other areas 
for punching. 

The man writes the code number of 
the client, the code for the type of service 
rendered, his own code number, and the 
time spent. He also notes any unusual 
or non-routine circumstances. 

At the end of the week, he submits 
these cards together with a very brief 
summary sheet. The summary sheet is 
used to support the payroll. The cards 
are sent to the Service Bureau. 

The Service Bureau punches the cards 
and prints a listing showing for each 
week how each man spent his time. 
Then, all cards for the month are sorted 
together and the report by client is pre- 
pared. There is a separate page for each 
engagement. It shows the names of the 
men who worked on it, the time spent, 
and when it was spent. If desired, it 
can also show billable and cost values. 
The report shows a distinctive symbol 
on the line for each card which indicates 
any unusual circumstances. 

Each month, after running the reports, 
the Service Bureau arranges the cards 
in sequence according to client, and re- 
turns them to the accounting firm. Be- 
cause each card provides space for not- 
ing “Nature of Work and Special Com- 
ments”, the partner or manager can 
conveniently analyze the causes for any 
substantial deviations from budgeted 
time. Thus, he can equip himself with 
a factual foundation for any fee dis- 
cussion with the client. 


(Continued on page 421) 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


The Hughes-Ashberry Bill on Unemployment Insurance . 


. . Calculation 


of 1957 Unemployment Insurance Tax Rate. . . Subsidiary Contribution 


and Successor Company. 


The Hughes-Ashberry Bill on 

Unemployment Insurance 

The Governor vetoed the Hughes- 
Ashberry amendments to the unemploy- 
ment insurance law which were de- 
signed to raise the maximum benefit 
rate to $45 a week, and to raise the 
maximum basic employer contribution 
rate from 2.7 percent to 3.2 percent in 
1958 and to 3.5 percent in 1959, The 
subsidiary contribution with which 
accountants have become familiar for 
the first time this year with the imposi- 
tion of the .3 percent tacked on to the 
employer's experience rate, was con- 
tinued in the vetoed bill except for a 
change in the basis of computation. A 
special session of the legislature is to 
June 10 to 
amendments to the unemployment in- 


convene on reconsider 





SAMUEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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surance and workmen’s compensation 
laws. 

The Bill provided that whenever the 
balance in the general account drops 
below $100 million subsidiary contribu- 
tions would become due. The subsidiary 
contribution rate would range from .2 
percent to 1.0 percent. The method of 
charging and crediting the general ac- 
count, and the provision for a new 
escrow account to permit the proration 
of negative balances in individual em- 
ployer accounts over a four-year period, 
were other new devices written into the 
vetoed bill. 

In his veto message, the Governor 
stated: 

“By setting a new and unprecedented 
high unemployment insurance payroll 
tax in New York State, this bill would 
grant tax benefits to many large firms, 
at the same time that it would increase 
from 2.7 percent to 3.5 percent the tax 
that would have to be paid by thousands 
of employers and firms, most of them 
small, engaged in seasonal or non- 
regular types of activity. Among those 
hardest hit would be canning and food 
processing, construction, apparel manu- 
facturing and certain resort hotels.” 

He also pointed out that last year 
the New York State Unemployment In- 
surance Fund paid out $213,700,000 to 
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611,000 benefit claimants. He was also 
critical of the treatment given to “vol- 
untary quits” who applied for benefits, 
the change in the proportion of benefits 
to earnings in the case of higher bracket 
benefit claimants, and the easing of the 
deposit requirement of employers who 
contest the claims of more than one 
benefit claimant in cases where a single 
issue is involved in all the claims such 
as industrial dispute, vacation shutdown, 
etc. 

Calculation of 1957 Unemployment 

Insurance Tax Rate 

Tax rates for different employers in 
the same line of business for the year 
1957 range from 5% plus the .3% 
subsidiary tax to a maximum of 3.0% 
including the .3% subsidiary tax which 
all employers, except certain newly- 
covered employers, are required to pay 
for the first time this year. 

The calculation of the correctness of 
the employer’s tax rate for unemploy- 
ment insurance can be determined by 
each accountant for his client. The fac- 
tors that make up the rate are: 

1. Age of the employer measured by 
the number of years of coverage since 
his subject date, including predecessors, 
if any, prior to 1956. From .5 to 2.0 
points toward the experience factor can 
be computed on the basis of age. See 
section 581-1(j) of the Law. 


2. The quarterly factor is determined 
by computing the percentage decrease in 
remuneration (all earnings including 
amounts in excess of $3,000, bonuses, 
etc.) paid from one quarter to the next, 
for each of the 12 calendar quarters 
from July 1, 1953 through June 30, 
1956. 

The sum of the quarterly decrease 
quotients (do not offset the quarterly 
increase quotients against the decreases) 
provides the basis for the determination 
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of the quarterly factor which may range 
from 0 (zero) to 2 points toward the ex. 
perience factor, according to the table 


in section 581-1(h) of the Law. 


3. The annual factor, which provides 
from 0 (zero) to 2 experience factor 
points, can be determined by getting the 
sum of the annual decrease quotients in 
remuneration paid for each of the fiscal 
years ended June 30, 1954, 1955 and 
1956. See table in section 581-1(i) of 
the Law. 


For firms newly covered on or after 
October 1. 1953 and have had more than 
four quarters of coverage prior to the 
computation date, July 1, 1956, the sum 
of the quarterly and annual decrease 
quotients is obtained by applying a spe- 
cial equalization formula which will be 
discussed in a future issue. 


4. The benefit factor, the most im- 
portant element in the experience factor 
since it provides from 0 (zero) to 16 
points, is obtained by adding to the July 
1, 1955 balance in the employer account, 
the amount of contributions due and 
paid from July 1, 1955 through June 30, 
1956, less the benefit payments charged 
as set forth in the Notices of Charges for 
period July 1, 1955 through June 30, 
1956. The balance thus obtained in the 
employer’s account on July 1, 1956 is 
then divided by the total payroll subject 
to tax for the calendar year 1955. The 
employer’s account percentage is the 
basis for the number of points allowed 
according to the table set forth in section 
581-1(g) of the Law. 


The sum of the age, quarterly, annual. 
and benefit factors is called the exper- 
ience factor. The number of points in 
the experience factor determines the 
employer’s regular tax rate of .5% to 
2.7% (as set forth in section 581-2) to 
which is added the .3% subsidiary tax 
rate. See section 581-2(a) of the Law. 


June 





mi 


dit 


clu 


op 
sul 


1957 


inge 


“YX: 


ides 
ctor 
the 
s in 
scal 
and 


of 


fter 
han 
the 

sum 
“ase 
spe- 
be 


im- 
‘tor 

16 
uly 
int, 
and 
30. 
ced 
for 
30. 
the 
) is 
ject 
The 
the 
ved 
ion 


the 


able 





Payroll Tax Notes 


Subsidiary Contribution and 

Successor Company 

A member of the Society recently sub- 
mitted the following inquiry: 


“A client of mine operated as an in- 
dividual proprietorship up to and in- 
cluding December 31, 1956. On January 
1, 1957 a corporation succeeded to the 
operations. . . . Is there a liability for 
subsidiary contributions in this situa- 


tion?” 

The answer is yes. Section 577.5 of 
the unemployment insurance law relat- 
ing to subsidiary contributions provides: 
“. . . If an employer has acquired in 
whole or in part an organization, trade 
or business of another employer, the 
period of liability of both employers 
shall be considered as that of the acquir- 
ing employer. .. .” 


Administration of a CPA Practice 


(Continued from page 418) 


If the firm feels that such information 
can be entrusted to the Service Bureau 
without hazard, the reports will show 
the names of the clients and staff men 
in the alphabetic tabulations. 

Accounting firms that are desirous of 
contacting the organization offering this 
service can obtain the name by request- 
ing it from the Editor of this Depart- 
ment. 


Staff Criticisms and Tenure 

A recent article in Advanced Manage- 
ment (“Nobody Cares How Tough You 
Had It” by Allen Hewlett, September 
1956 issue) should be of interest and 
value to accountants who are concerned 
with personnel relations. 

A few quotations will bring out most 
eflectively some of the highlights of this 
article. Though not prepared for ac- 
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counting firms, it nevertheless has some- 
thing to offer them. 


“Most of us tend to regard anyone 
who criticizes conditions which we have 
taken for granted as being guilty of dis- 
loyalty. We think he is a sorehead. But 
progress comes only because of some- 
body’s discontent with things as they 
are. 


“There is evidence that the person- 
ality characteristics which dispose a man 
to expressions of criticism also are the 
very ones essential to competence. 


Regardless of the question of fair- 
ness, a policy of promotion from within 
can debilitate a company. As often hap- 
pens, such a policy also becomes a policy 
of promotion on seniority. Then, indeed, 
there is inbreeding and degeneration for 
there is no place for new blood.” 
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Federal Income Tax Notes 


Conducted by RicHarp S. HEtsten, C.P.A. 


State Taxes . 


Payment for Past Services. . 





The Automobile Club of Michigan 
Decision 
In a long-awaited decision, the Su- 
preme Court has upheld the Commis- 
sioner on three important points: 


1.—In 1934 and 1938 the Commis- 
sioner had ruled the taxpayer a tax- 
exempt organization. In 1945 the 
Commissioner revoked the ruling retro- 
actively and directed the taxpayer to 
file returns for 1943 and subsequent 
years, 

The Court held that since the orig- 
inal ruling was an error of law, the 





Ricwarp S. HEtstein, C.P.A., has been 
a member of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation, as well as various 
other committees. He is presently a 
member of the Committee on Publica- 
tions. 

Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 


ciated with J. K. Lasser & Co. 
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The Automobile Club of Michigan Decision . 
. . Penalties are Deficiencies in Tax . 
I.R.C. ... Section 306 Stock ... Legal and Executor Services Are Separable 

. Personal Service Contracts . . 
Men... Payments to Former Stockholder. . 
. Insurance on Lives of Officer-Stockholders 
. . . Life Insurance Premiums are not Deductible as Alimony Payments, 


. . Time for Deduction of 
. . Interpretation of 


. Retirement Income of Professional 
. Year of Deductibility of 


Commissioner was not estopped from 
revoking it, and that under Sec. 379] 
IRC 1939, he had it within his discre- 
tion to determine the retroactive extent 
of the revocation. Nor was the deter: 
mined extent of retroactivity by the 
Commissioner an abuse of his discre- 
tion, since a uniform policy had been 
adopted in 1943 of denying exemption 
to automobile clubs. 


2.—The taxpayer’s claim that the 
statute of limitations barred the assess- 
ment of deficiencies for 1943 and 1944 
was also denied. 


Since no returns were filed, the stat: 
ute did not begin to run from the date 
the returns would have been due, absent 
the exemption rulings. Further, infor- 
mation returns on form 990 do not start 
the running of the statute since they 
lack the data necessary to determine tax 
liability and hence are not tax returns. 


3.—Membership dues, paid in ad: 
vance, are taxable in the year received, 
not in the year earned. The taxpayer's 
method of pro-rating the dues over @ 
12-month period was an artificial one, 
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Federal Income Tax Notes 


and bore no relation to the services 
rendered. The Court distinguished the 
Beacon Publishing Co. and Schuessler 
cases, Without comment upon the cor- 
rectness of the decisions, on the basis 
that in those cases the income _ was 
reported on the basis of the service ren- 
dered. There were three dissents on the 
grounds that the taxpayer’s method of 
accounting more clearly reflected its 
income than does the Commissioner’s. 
(Automobile Club of Michigan v Com., 


Sup. Ct. No. 89, 4/22/57) 


Time for Deduction of State Taxes 

There has been some procedural con- 
flict in the past in connection with the 
time for deduction of State taxes by an 
accrual basis taxpayer, where there have 
been uncontested adjustments resulting 
from examination of the Federal income 
tax returns which also result in an in- 
crease in State taxes. Some Internal 
Revenue Agents have allowed an accrual 
of the additional State tax in computing 
the deficiency. In Jack M. Chesbro et al 
(21 TC 123, 130) the Court stated: 


“The corporation, using an accrual 
method of accounting, is entitled to 
accrue additional franchise taxes based 
upon any adjustment made by the Com- 
missioner increasing its income which 
is proper and which it has not con- 
tested . . .” 

The Commissioner has now ruled that 
the additional State tax is deductible 
only in the year in which the taxpayer 
notifies the State of the additional liabil- 
ity. This ruling follows Gunderson Bros. 
Engineering Corp. (16 TC 118) and 
does not mention Chesbro (supra) 
which is certainly more in point (Rev. 


Rul. 57-105, IRB 1957-11, 31). 


Penalties are Deficiencies in Tax 
A penalty is an “addition to the tax,” 
and therefore part of the tax for pur- 
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poses of determining whether there is a 
deficiency coming within Tax Court 
jurisdiction. 

Thus, where an overassessment of tax 
was exceeded by the penalty, the Tax 
Court had jurisdiction; in another year, 
where the overassessment exceeded the 
penalty, the Tax Court did not have 
jurisdiction, 

Even though the overassessment and 
penalty are stated separately in the no- 
tice of deficiency, the amount of each 
is to be offset against the other to 
determine whether a deficiency exists 


(Charles E. Myers Sr. et al, 28 TC | 
No. 2). 


Interpretation of I. R. C. 


A District Court has held that where 
the provisions of the 1939 Code were 
vague, new wording of a similar section 
in the 1954. Code could be used to estab- 
lish Congressional intent. 


In this case it was held that a delin- 
quency penalty for late filing of an 
income tax return was to be assessed 
in the same manner as a deficiency ‘in 
tax, thus entitling the taxpayer to a “90 
day letter” rather than a “10-day” de- 
mand for payment. As a result, the 
taxpayer is entitled to an administrative 
determination as to whether the failure 
to file a timely return was due to rea- 
sonable cause. (Margaret Hackleman v. 
Ralph C. Granquist, Dist. Dir. of I. R., 
U.S. D. C. Ore., 1/7/57). 


Section 306 Stock 


Where, in a reorganization, a corpo- 
ration issued “voting common. stock” 
and “non-voting common stock” pro 
rata for outstanding common stock, and 
provided for the redemption of the non- 
voting stock at 110% of its book value 
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at the corporation’s discretion, “the 
non-voting common stock” constitutes 
Section 306 stock (Rev. Rul. 57-132, 
IRB 1957-14, 7). Thus, its sale or re- 
demption will be treated as ordinary 
income subject to the qualifications and 


exceptions set forth in Section 306, IRC 
1954. 


Legal and Executor Services are 
Separable 


Based on the rationale that if an 
executor had not himself been a lawyer, 
he would have had to hire a lawyer to 
perform the services he performed him- 
self, the Ninth Circuit has held that the 
fees for such special legal services are 
separable from the executor fees re- 
ceived. 


This distinction was necessary in or- 
der for the taxpayer to treat the amount 
received for the special legal services 
as long-term compensation under Sec. 
107, IRC 1939, since the payment for 
the legal services alone represented less 
than 809% of the combined legal fees 
and executor’s fees (Samuel J. Chase 
et al v. Com., C.A.-9, 3/25/57, rev’g. 25 
TC 398). 


Personal Service Contracts 


The “proposed regulations”, Sec. 
1.543-1, classified as personal holding 
company income, all amounts received 
under a contract which required the per- 
formance of services by a stockholder 
owning 25% or more of the stock even 
if “important and essential” services 
were required by other persons. 

Per modification of these regulations, 
only the amounts received under the 
contract which are attributable to the 
stockholder’s services will be consid- 
ered personal holding company income 


(T.LR. No. 44, 3/13/57). 
424 


Retirement Income of Professional 
Men 


The following extract from Rev. Rul. 
57-141, (1.R.B. 1957-15, 6). is quoted 
verbatim: 


“Inasmuch as the amount of capital 
employed has only an incidental effect 
on the amount of profits derived from 
professional fees, the growth of the pro- 
fession being dependent primarily on 
the reputation and technical skill of a 
doctor, dentist or other professional tax- 
payer, it is held that such capital is 
not a material income-producing factor 
in the taxpayer’s business. Accordingly, 
the entire amount received as_profes- 
sional fees, without any reduction for 
expenses connected with the earning of 
such income, is considered to be ‘earned 
income’ for the purpose of the limitation 
provided by section 37(d) (2) of the 
Code. See Mim. 3802, C.B. IX-1, 121 
(1930).” 


Payments to Former Stockholder 


The widow of a 50% stockholder in 
an insurance agency was forced to sell 
her devised interest in the business to 
a new party in order to retain the 
agency franchises. The selling price was 
found to be a fair one by the Court. 
However, in addition, the widow in- 
sisted upon an agreement by the corpo- 
ration to pay her $100 per month for 
life. The deductibility of this amount 
by the corporation was in issue. 

The Court found that the corporation 
was forced to make this agreement in 
order to persuade the widow to sell her 
stock and hence there was no intent to 
make a gift to the widow. It reasoned 
that expenditures made to protect or 
promote a taxpayer’s business are ordi- 
nary and necessary and, therefore, de- 
ductible if they do not result in the 
acquisition of a capital asset. 
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Federal Income Tax Notes 


It was also held that the payments 
were not disguised dividends to the 
acquiring stockholder (i.e. payments by 
the corporation on his behalf to the 
widow for her stock) because he was 
a new stockholder and was not a party 
to the agreement between the widow 
and the corporation. (Williams & Wad- 
dell Inc. v. Pitts, D.C.S.C., 2/27/57.) 


Year of Deductibility of Payment 

for Past Services 

The taxpayer corporation operated 
during a three-year period with a skele- 
ton staff. Valuable services were per- 
formed for it by a 50% corporate stock- 
holder during these prior years. About 
the time the stockholder acquired the 
remaining 50% of the taxpayer’s stock, 
it billed the taxpayer $114,000 for its 
services based upon 10% of the tax- 
payer's sales over the three-year period. 
The taxpayer accrued and deducted the 
full amount in the taxable year in which 
the bill was received. 

The Court found the amount to be 
reasonable and held that since the tax- 
payer was on an accrual basis, the 
amount was deductible in the year 
claimed. The Court further ruled that 
since neither the amount nor the for- 
mula was agreed upon prior to the year 
in question, the full amount was deduct- 
ible in the year that the bill was ren- 
dered. 


On another issue, the Commissioner’s 
contention that there must be a “legal 
obligation” for payment in order to 
render an expenditure deductible was 
denied by the Court (Waring Products 
Corp., 27 TC No. 114). 


Insurance on Lives of Officer- 
Stockholders 


A corporation took no deduction for 
the payment of insurance premiums on 
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the lives of the two stockholders, who 
were brothers. Each brother was the 
beneficiary of the other, and an agree- 
ment between them provided that in the 
case of the death of either, the proceeds 
from the policies on the life of the 
deceased should be used by the corpora- 
tion to purchase the deceased’s holding 
of stock in the corporation. The corpo- 
ration was not named in the policies. 


The Tax Court held that the surviving 
brother was the real beneficiary of the 
policies, since the repurchase by the 
corporation of the decedent’s stock 
would increase the value of the sur- 
vivor’s holdings in the corporation. 
Therefore, the payment of the insurance 
premiums constituted income to the 
stockholders. 


This decision is curious, since any 
time a corporation receives insurance 
funds, the stockholders benefit, and 
where the funds are used to repurchase 
a decedent’s stock, both the corporation 
and the other stockholders benefit. This 
is discussed, with citations, in the dis- 
senting opinion (Henry E. Prunier et 


al,28TC No.4). 


Life Insurance Premiums are not 
Deductible as Alimony Payments 


Payments covering life insurance 
premiums, pursuant to a property set- 
tlement which became part of a divorce 
decree, made by a taxpayer for the ben- 
efit of his divorced wife, are not “peri- 
odic payments” under Secs. 71 and 215 
IRC 1954 where the policies were not 
assigned to his wife. Thus they are 
neither includible in the wife’s gross 
income, nor deductible by the husband. 
This is so even where the wife is the 
first beneficiary and where the husband 
could neither change beneficiaries nor 
borrow against the policies (Rev. Rul. 
57-125, IRB 1957-13, 7). 
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Business Combinations: An Explanation of A.R.B. No. 48 by 


the AIA Research Department. 


Accounting Research Bulletin No. 48: Business Combinations. 


Business Combinations 


An explanation by the AIA Research Devartment of the revision of Chapter 7(c) of 
Accounting Research Bulletin No. 43, recently released as Accounting Research Bulletin 
No. 48 (reprinted elsewhere in this issue) 


The committee on accounting proce- 
dure has revised its previous bulletin on 
business combinations and has_pub- 
lished the revision as Accounting Re- 
search Bulletin Number 48. The origi- 
nal bulletin was first published in 1950 
as Accounting Research Bulletin Num- 
ber 40, and in 1953 it was included with 
minor changes as Chapter 7(c) in Ac- 
counting Research Bulletin Number 43, 
Restatement and Revision of Accounting 
Research Bulletins. 

The principal purposes of Accounting 
Research Bulletin Number 40 were to 
recognize a type of business combina- 
tion which could be treated as a “pool- 
ing of interests,” to differentiate it from 
a “purchase” of one business by an- 
other, and to consider the major ac- 
counting problems of each. Under the 
“pooling of interests” concept, the ac- 
counts ordinarily are literally mérged 
or combined. The assets are combined 
and carried forward at their carrying 
values as are the liabilities, and the 
earned surplus of each corporation is 
usually carried forward as part of the 
earned surplus of the surviving com- 
pany, which may be a new corporation 
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created for the purpose or may be one 
of the constituent corporations. The 
combination is carried out through an 
exchange of shares of stock so that 
typically all of the shareholders of the 
original corporations become _ share- 
holders of one corporation. Adjust- 
ments are permitted which could prop- 
erly be made in the absence of a com- 
bination; for example, part of the 
earned surplus might be capitalized in 
connection with the exchange of shares 
of stock. In combining the assets, ad- 
justments may be made to state their 
amounts in conformity with generally 
accepted accounting principles or to put 
the assets of the two companies on a 
uniform accounting basis. 

Where, however, the combination is 
treated as a “purchase,” the acquiring 
company assumes the liabilities and rec- 
ords the purchase of the assets of the 
acquired business under the usual in- 
terpretation of cost, that is, the fair 
market value of the shares of stock is- 
sued plus the cash or other considera- 
tion given, or the fair market value of 
the property acquired, whichever is 
more clearly evident. Any excess over 
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the amounts assignable to tangible assets 
appears as goodwill or under some other 
appropriate intangible asset title. Only 
the earned surplus of the acquiring cor- 
poration is carried forward. A “pur- 
chase” may be carried out solely through 
an exchange of shares of stock, but 
ordinarily purchases are characterized 
hy the payment of substantial amounts 
of cash or other property, or by the 
issuance of notes or bonds, and a sig- 
nificant part or all of the ownership 
interest of the acquired business is 
eliminated. 
Former Criteria for Pooling of Interests 
A number of considerations were 
mentioned in Chapter 7(c) of Account- 
ing Research Bulletin Number 43 which 
were to be taken into account in deter- 
mining whether or not a combination 
could properly be treated as a pooling 
of interests. The most important one 
was that all or substantially all of the 
equity interests in the predecessor com- 
panies should continue as such in the 
surviving corporation. It was also felt 
that the pooling of interests treatment 
would not be appropriate where one 
company was quite minor in size in 
relation to the other. It was assumed 
that the management of none of the 
companies would be eliminated nor 
would its influence upon the manage- 
ment of the surviving corporations be 
reduced disproportionately. The pool- 
ing of interests presumption would be 
strengthened if the activities of the 
combined businesses similar or 
complementary. 


were 


Experience with Chapter 7(c) 


Many of the business combinations 
which have occurred during the past 
few years have been treated as poolings 
of interests. The provisions of Chapter 
7(c) have, however, been unnecessarily 
restrictive or indefinite in the opinion 
of many of those who have been con- 
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cerned with the accounting for the com- 
binations, and this feeling of dissatis- 
faction led to the revision which has 
now been issued. 


One of the difficulties has been the 
implication in Chapter 7(c) that the 
previously separate businesses are to be 
carried on in a single corporation, thus 
ruling out the possibility of continuing 
one or more of them as subsidiaries. 
For various reasons, it may be desirable 
or necessary to carry out the combina- 
tion under the parent-subsidiary rela- 
tionship—the preservation of tax ad- 
vantages, the preservation of franchises 
or other rights, the preservation of the 
position of outstanding debt securities, 
or the difficulty or costliness of trans- 
ferring contracts, leases, or licenses. In 
some cases a legal combination of cor- 
porations organized in two different 
states cannot be carried out. Chapter 
7(c) generally takes the position that, 
the treatment of a combination as a 
pooling of interests should not be af- 
fected by legal technicalities, and it has 
been felt by some accountants that for 
all practical purposes a pooling of in- 
terests has been accomplished even 
though two or more legal entities con- 
tinue in existence. There are no ac- 
counting difficulties in such an interpre- 
tation; the parent company exchanges 
its shares of stock for those of the sub- 
sidiary and records the investment at 
the net asset value of the shares of 
stock as shown on the books of the 
subsidiary at the date of the combina- 
tion. In the consolidated balance sheet, 
the assets and liabilities are combined 
and ordinarily the sum of the earned 
surplus of each of the companies be- 
comes the consolidated earned surplus. 

The relative size of the companies in 
combinations which have been treated 
as poolings of interests has varied a 
great deal. Forty recent combinations 
which were so treated were studied by 
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the research department. With the 
smaller company’s sales in each case 
stated as a percentage of the larger 
company’s sales in the year prior to the 
combination, the sales percentages var- 
ied all the way from a high of 97 to a 
low of 2, the median being 47. Chapter 
7(c) used the expression “quite minor 
in size” in suggesting that there should 
be a lower limit, but it has been felt a 
more definite “floor” should be speci- 
fied. 

The common practice in modern busi- 
ness organization of including under 
one corporate entity a group of unre- 
lated products and services has thrown 
some doubt upon the importance of 
another provision of Chapter 7(c). It 
may not be significant, in deciding 
whether or not a combination qualifies 
as a pooling of interests, that the ac- 
tivities of one company are not similar 
or complementary to those of another. 


Highlights of the Revision 


The continuation in a pooling of 
interests of one corporation as a sub- 
sidiary of the other is now given posi- 
tive recognition as an appropriate pro- 
cedure providing no significant minority 
interest remains outstanding. The new 
organization is regarded as a continua- 
tion of all constituent businesses, wheth- 
er it is represented by a single corpora- 
tion or by a parent company and one 
or more subsidiaries. It is believed that 
the combination of earned surpluses in 
the consolidated balance sheet is proper. 
since a pooling of interests is not an 
“acquisition” as that term is used in 
paragraph three of Chapter I(a) of 
Accounting Research Bulletin Number 
13, which states that earned surplus of a 
subsidiary company created prior to 
acquisition does not form a part of 
the consolidated earned surplus. 

There is no change in the concept 
of continuity of ownership in a pooling 
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of interests, but the phrase “substantial. 
ly all of the ownership interests” has 
replaced “substantially all of the equity 
interests,” “ownership interests” refer. 
ring basically to common stock, al. 
though in some cases the term may also 
include other classes of stock having 
senior or preferential rights as well as 
classes whose rights may be restricted 
in certain respects. As in the previous 
version, the point is made that when 
the shares of stock that are received by 
the several owners of one of the pre- 
decessor companies are not substantially 
in proportion to their respective inter- 
ests in such predecessor company, a new 
ownership or purchase of such company 
is presumed to result. A new point is 
added that if relative voting rights, as 
between the constituents, are materially 
altered through the issuance of senior 
equity or debt securities having limited 
or no voting rights, a purchase may be 
indicated. 

As to size, the committee felt that 
the most important consideration was 
the relative voting interest in the com- 
bined enterprise. It is therefore sug- 
gested that where one company is clearly 
dominant (for example, where tlie stock- 
holders of one of the constituent cor- 
porations obtain 90 per cent to 95 per 
cent or more of the voting interest in 
the combined enterprise), there is a pre- 
sumption that the transaction is a pur- 
chase. 

The revision omits the statement in 
Chapter 7(c) that “the presumption 
that a pooling of interests is involved 
would be strengthened if the activities 
of the businesses to be combined are 
either similar or complementary.” 

Since the assumption underlying the 
pooling-of-interests concept is one of 
continuity of the separate companies 
in a combined business activity, it is 
recognized that the abandonment or sale 
of the whole or a large part of the 
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business of one of the combined com- 
panies would militate against such treat- 
ment of the combination. 

The general features of the accounting 
procedure under a pooling of interests 
have not been changed, but the point 
has been added that it would be in- 
appropriate and misleading to eliminate 
the deficit of one constituent against its 
capital surplus and to carry forward the 
earned surplus of another constituent. 

The provisions as to financial state- 
ments issued in connection with a pool- 
ing of interests have been expanded. 
They now provide that statements of 
operations issued by the continuing busi- 
ness for the period in which the com- 
bination occurs should ordinarily show 
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the results of operations of the com- 
bined interests; if combined statements 
are not furnished, statements for the 
constituent companies prior to the com- 
bination should be furnished separately 
or in appropriate groups. Results of 
operations of the several constituents 
during periods prior to that in which 
the combination was affected, when 
presented for comparative purposes, 
may be stated on a combined basis or 
shown separately where, under the cir- 
cumstances of the case, that presenta- 
tion is more useful and informative. 


The revision provides that appropri- 
ate disclosure of the accounting treat- 
ment of the business combination should 
be made. 


Accounting Research Bulletin No. 48: Business Combinations 


Issued by the AIA’s Committee on 


l. Whenever two or more corpora- 
tions are brought together. or combined, 
for the purpose of carrying on the pre- 
viously conducted businesses, the ac- 
counting to give effect to the combina- 
tion will vary depending largely upon 
whether an important part of the former 
ownership is eliminated or whether sub- 
stantially all of it is continued. This 
bulletin differentiates these two types of 
combinations, the first of which is desig- 
nated herein as a purchase and the sec- 
ond as a pooling of interests, and indi- 
cates the nature of the accounting treat- 
ment appropriate to each type. 


2. For accounting purposes, the dis- 
tinction between a purchase and a pool- 
ing of interests is to be found in the 
attendant circumstances rather than in 
the designation of the transaction ac- 
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Accounting Procedure, January 1957 


cording to its legal form (such as a 
merger. an exchange of shares. a con- 
solidation. or an issuance of stock for 
assets and businesses), or in the num- 
ber of corporations which survive or 
emerge. or in other legal or tax consid- 
erations (such as the availability of sur- 
plus for dividends). 


3. For accounting purposes, a pur- 
chase may be described as a business 
combination of two or more corpora- 
tions in which an important part of the 
ownership interests in the acquired cor- 
poration or corporations is eliminated 
or in which other factors requisite to a 
pooling of interests are not present. 


4. In contrast. a pooling of interests 
may be described for accounting pur- 
poses as a business combination of two 
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or more corporations in which the hold- 
ers of substantially all of the ownership 
interests’ in the constituent corporations 
become the owners of a single corpora- 
tion which owns the assets and _ busi- 
nesses of the constituent corporations, 
either directly or through one or more 
subsidiaries, and in which certain other 
factors discussed below are present. 
Such corporation may be one of the 
constituent corporations or it may be 
a new corporation. After a pooling of 
interests, the net assets of all of the con- 
stituent corporations will in a large 
number of cases be held by a single cor- 
poration. However, the continuance in 
existence of one or more of the con- 
stituent corporations in a subsidiary re- 
lationship to another of the constituents 
or to a new corporation does not prevent 
the combination from being a pooling 
of interests if no signficant minority 
interest remains outstanding. and_ if 
there are important tax, legal. or eco- 
nomic reasons for maintaining the sub- 
sidiary relationship, such as the preser- 
vation of tax advantages, the preserva- 
tion of franchises or other rights, the 
preservation of the position of outstand- 
ing debt securities, or the difficulty or 
costliness of transferring contracts, 
leases, or licenses. 


5. In determining the extent to which 
a new ownership or a continuity of old 
ownership exists in a particular business 
combination, consideration should be 
given to attendant circumstances. When 
the shares of stock that are received by 
the several owners of one of the prede- 
cessor corporations are not substantially 
in proportion to their respective interests 


1 As used in this bulletin, the term “owner- 
ship interests” refers basically to common 
stock, although in some cases the term may 
also include other classes of stock having 
senior or preferential rights as well as classes 
whose rights may be restricted in certain 
respects. 
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in such predecessor, a new ownership 
or purchase of the predecessor is pre- 
sumed to result. Similarly. if relative 
voting rights, as between the constitu- 
ents, are materially altered through the 
issuance of senior equity or debt se. 
curities having limited or no voting 
rights; a purchase may be indicated. 
Likewise, a plan or firm intention 
and understanding to retire a_ sub. 
stantial part of the capital stock issued 
to the owners of one or more of the 
constituent corporations, or substantial 
changes in ownership occurring shortly 
before or planned to occur shortly after 
the combination, tends to indicate that 
the combination is a purchase. How. 
ever. where a constituent corporation 
has had two or more classes of stock 
outstanding prior to the origin of the 
plan of combination, the redemption, 
retirement, or conversion of a class or 
classes of stock having senior or prefer- 
ential rights as to assets and dividends 
need not prevent the combination from 
being considered to be a pooling of in- 
terests. 


6. Other attendant circumstances 
should also be taken into consideration 
in determining whether a purchase or a 
pooling of interests is involved. Since 
the assumption underlying the pooling: 
of-interests concept is one of continuity 
of all of the constituents in one business 
enterprise, abandonment or sale of a 
large part of the business of one or 
more of the constituents militates against 
considering the combination as a pool- 
ing of interests. Similarly, the continuity 
of management or the power to control 
management is involved. Thus, if the 
management of one of the constituents 
is eliminated or its influence upon the 
over-all management of the enterprise 
is very small, a purchase may be indi- 
cated. Relative size of the constituents 
may not necessarily be determinative, 
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especially where the smaller corporation 
contributes desired management person- 
nel; however, where one of the con- 
stituent corporations is clearly dominant 
(for example, where the stockholders of 
one of the constituent corporations ob- 
tain 90% to 95% or more of the voting 
interest in the combined enterprise), 
there is a presumption that the trans- 
action is a purchase rather than a pool- 
ing of interests. 


7. No one of the factors discussed 
in paragraphs 5 and 6 would necessarily 
be determinative and any one factor 
might have varying degrees of signifi- 
cance in different cases. However, their 
presence or absence would be cumula- 
tive in effect. Since the conclusions to 
be drawn from consideration of these 
different relevant circumstances may be 
in conflict or partially so, determination 
as to whether a particular combination 
is a purchase or a pooling of interests 
should be made in the light of all such 
attendant circumstances. 


8. When a combination is deemed to 
be a purchase, the assets acquired should 
be recorded on the books of the acquir- 
ing corporation at cost, measured in 
money, or, in the event other consid- 
eration is given, at the fair value of such 
other consideration, or at the fair value 
of the property acquired, whichever -is 
more clearly evident. This is in accord- 
ance with the procedure applicable to 
accounting for purchases of assets. 


9. When a combination is deemed to 
be a pooling of interests, a new basis 
of accountability does not arise. The 
carrying amounts of the assets of the 
constituent corporations, if stated in 
conformity with generally accepted ac- 
counting principles and appropriately 
adjusted when deemed necessary to place 
them on a uniform accounting basis, 
should be carried forward; and the 
combined earned surpluses and deficits, 
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if any, of the constituent corporations 
should be carried forward, except to 
the extent otherwise required by law or 
appropriate corporate action. Adjust- 
ments of assets or of surplus which 
would be in conformity with generally 
accepted accounting principles in the 
absence of a combination are ordinarily 
equaily appropriate if effected in con- 
nection with a pooling of interests; how- 
ever, the pooling-of-interests concept im- 
plies a combining of surpluses and 
deficits of the constituent corporations. 
and it would be inappropriate and mis- 
leading in connection with a pooling of 
interests to eliminate the deficit of one 
constituent against its capital surplus 
and to carry forward the earned surplus 
of another constituent. 

10. Where one or more of the con- 
stituent corporations continues in ex- 
istence in a subsidiary relationship, and 
the requirements of a pooling of inter- 
ests have been met, the combination of 
earned surpluses in the consolidated bal- 
ance sheet is proper since a pooling of 
interests is not an acquisition as that 
term is used in paragraph 3 of chapter 
l(a) of Accounting Research Bulletin 
No. 43 which states that earned surplus 
of a subsidiary corporation created prior 
to acquisition does not form a part of 
the consolidated earned surplus. Under 
the pooling-of-interests concept, the new 
enterprise is regarded as a continuation 
of all the constituent corporations and 
this holds true whether it is represented 
by a single corporation or by a parent 
corporation and one or more subsidi- 
aries. If, however, prior to the origin 
of a plan of combination one party to 
the combination had been acquired by 
another such party as a subsidiary in 
circumstances which precluded the trans- 
actions from being considered a pooling 
of interests, the parent’s share of the 
earned surplus of the subsidiary prior 
to such acquisition should not be in- 
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cluded in the earned surplus of the 
pooled corporations. 


11. Because of the variety of con- 
ditions under which a pooling of inter- 
ests may be carried out, it is not practi- 
cable to deal with the accounting pres- 
entation except in general terms. A 
number of problems will arise. For 
example, if a single corporation survives 
in a pooling of interests, the stated capi- 
tal of such corporation may be either 
more or less than the total of the stated 
capitals of the constituent corporations. 
In the former event, the excess may be 
deducted first from the total of any 
other contributed capital (capital sur- 
plus), and next from the total of any 
earned surplus, of the constituent corpo- 
rations. When the stated capital of the 
surviving corporation is less than the 
combined stated capitals of the constit- 
uent corporations, the difference should 
appear in the balance sheet of the sur- 
viving corporation as other contributed 
capital (capital surplus), analogous to 
that created by a reduction in stated 
capital where no combination is in- 
volved. 


12. When a combination is consid 
ered to be a pooling of interests, state 
ments of operations issued by the con 
tinuing business for the period in which 
the combination occurs should ordi 
narily include the combined results 0 
operations of the constituent interests 
for the part of the period preceding tha 
date on which the combination was eff 
fected; if combined statements are not 
furnished, statements for the constituent 
corporations prior to the date of combi 
nation should be furnished separately 0 
in appropriate groups. Results of op 
erations of the several constituents dur 
ing periods prior to that in which the 
combination was effected, when pre 
sented for comparative purposes, may 
be stated on a combined basis, or show. 
separately where, under the circum 
stances of the case, that presentation ig 
more useful and informative. Disclosure 
that a business combination has beenj 
or in the case of a proposed combina 
tion will be, treated as a pooling of 
interests should be made and any com 
bined statements clearly described as 
such. 


The statement entitled “Business Combinations” was unanimously adopted by the ‘twenty-one 
members of the committee. 
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